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Federal Tax Rulings Procedure 


NORMAN A. SUGARMAN 


pm enactment of the Internal Revenue Code of 1954 gives added 
significance to procedures available for advance rulings on tax questions. 
Rulings are issued to taxpayers by the Internal Revenue Service in order 
to provide answers to immediate tax problems and to establish guiding 
principles for resolution of future problems. The new Code undoubtedly 
will present many occasions for the issuance of rulings for these purposes. 

Although the Service has announced that the issuance of rulings under. 
the new Code will be limited until the regulations are released,’ this is only 
a temporary restriction. Moreover, the limitation does not restrict the 
issuance of rulings under the new Code where the statutory provisions 
applicable to the problem have not been substantially changed. 

The newness of the Code, however, is not the only reason for the 
importance of tax rulings. With tax rates at high levels, certainty as to 
future tax effects becomes a “must” for planning by individuals and 
businesses. In this respect the significance of a ruling is that the Govern- 
ment not only undertakes to answer the question but generally binds itself 
to that answer so long as the particular facts and the statute are unchanged. 

Tax rulings are now a major instrument for determining answe:s to 
tax questions and for establishing tax policy. Nevertheless, the pro- 
cedures and practices have developed almost entirely without statutory 
mandate or formal rules. In recent months the Internal Revenue Service 
has made significant changes in its tax rulings procedures. It is believed 
that the time has come to obtain a cohesive picture of those procedures 
and to evaluate their significance to the tax practitioner and administrator. 


I. THe NATURE AND PuRPOSE OF TAx RULINGS 


In its simplest terms, a request for a tax ruling is simply the writing of 
a letter to the Internal Revenue Service asking how a particular item or 
event will be treated for tax purposes. The “ruling” will be the written 
answer from the Internal Revenue Service. 

It is necessary, however, to define our terms more precisely if we are 
to reach a proper understanding of the nature and purpose of rulings. 


NorMAN A. SuGarMAN is Assistant Commissioner of Internal Revenue (Technical). 
1T.R.S. News Release, Aug. 10, 1954, 1954 Int. Rev. Butt. No. 33 at 21 (1954). 
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Moreover, certain legal and administrative consequences attach to the 
issuance of a ruling which do not flow from other communications from 
the Revenue Service. Accordingly, in attempting to define “rulings,” it 
may be well first of all to indicate concepts and communications that are 
not considered part of the rulings process. 

Hundreds of thousands of inquiries are made to all offices of the 
Revenue Service every year in the form of oral questions, informal 
requests for information, and general queries relating to a variety of 
subjects.” Examples are inquiries as to the availability of copies of forms 
or regulations, where various types of tax returns should be filed, the 
general rules as to persons who may be claimed as dependents, and other 
similar questions which are of the type that do not involve an interpreta- 
tion of the law as applied to a particular item or event identified as one to 
be shown on a taxpayer’s return. Such inquiries seldom give rise to 
“rulings.” 

The more general the inquiry the less likely it can be treated as a basis 
for a binding answer by the Service. Only those inquiries which seek a 
determination of, or a specific statement of, the Revenue Service’s position 
as to the tax consequences of a specifically described transaction or act are 
likely to be regarded as requests for rulings. A rule of thumb (but not 
necessarily an infallible test) is that an inquiry will be regarded as a 
request for a ruling where the answer would be such that the taxpayer 
may appropriately attach a copy to his return as determinative of the 
reason for the treatment of the particular item or transaction on the 
return, and an examining officer wotild regard it as so determinative (if 
the actual facts are substantially the same as those upon which the ruling 
was based).* 

Generally, requests for information of the type previously described are 
made to local offices of the Service, particularly in connection with the 
filing period. In any event, field offices of the Revenue Service are not 
authorized to issue “rulings,” which is a term reserved solely for the 
National Office. Field offices (District Directors) are authorized to issue 
‘determination letters” in response to tax inquiries, but these are inteaded 
for only a limited category of questions. Determination letters generally 
are issued only on routine matters, whereas rulings serve to establish 
policies and principles as well as interpretations of the law in particular 


2 Some rather extreme examples on the humorous side include the taxpayer who sent 
in a postcard with the following request: “Please tell me all about the excess profits 
tax.” Another taxpayer made a written request for a ruling to the National Office of 
the Revenue Service and also requested that the “Washington wise” officials advise him 
whom to vote for in a forthcoming election. 

8 See Rev. Rul. 54-172, 1954 Int. Rev. Butt. No. 20 at 8 (1954), discussed at pp. 
33 through 36 infra. 
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cases. The circumstances under which determination letters are issued 
will be discussed in subsequent pages. 

The term “rulings” also does not include the determinations that may 
be made by examining officers or other officials of the Revenue Service in 
the course of reaching a conclusion as to a taxpayer’s liability upon the 
audit of a tax return. Ina sense, the acceptance or rejection by an exam- 
ining officer of the taxpayer’s treatment of specific items or transactions 
on his return constitutes a form of a ruling, but in the parlance of most 
practitioners and the Revenue Service a definite distinction is drawn 
between the “rulings’’ procedure and the “tax determination” procedure. 
In the income tax field the distinction is most clearly indicated by the 
general practice of the Revenue Service not to issue a ruling if the issue is 
involved in a return already filed by the same taxpayer. Aside from the 
matter of timing, the important distinction between a ruling and a deter- 
mination on audit is that a ruling may establish new principles or interpre- 
tations, whereas a field determination is intended to be within the confines 
of rules already established by the regulations and rulings of the National 
Office. 

District Directors’ offices are authorized to request technical advice 
from the National Office of the Revenue Service with respect to novel or 
policy questions arising in the examination of a return.* The procedure 
for answering such requests for technical advice is similar to that for 
taxpayers’ requests for rulings and will be discussed in more detail in the 
subsequent pages. 

The terms “private ruling” and “special ruling” have frequently been 
used in tax periodicals but have no significance at all in terms of the 
procedure of the Internal Revenue Service in issuing rulings. The 
procedures for obtaining rulings from the Internal Revenue Service are 
available to all. If the terms “private ruling” and “special ruling” are 
intended to describe ruling letters addressed to individuals or business 
concerns, then such terms may, of course, be applied to describe all ruling 
letters which are issued by the Revenue Service. 

Under the procedures of the Internal Revenue Service there are three 
types of rulings, as follows: 

(1) Ruling letters. These are the individual letters addressed to tax- 
payers or their representatives which constitute the rulings. Letters from 
the National Office of the Revenue Service to a field office may also, under 
certain circumstances, constitute a ruling letter. 

(2) Closing agreements. These are a more formal expression of the 
tax consequences of a future specific transaction. As will be indicated 


4 Mim. 6293, 1948-2 Cum. Butt. 59. 
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later, a closing agreement results from a request for a ruling and a closing 
agreement and is specifically authorized by statute.® 

(3) Published rulings. These are derived from ruling letters and 
closing agreements and differ from them only in the sense that they are 
published as general tax rules for the information and guidance of others 
than the person to whom the original ruling letter or closing agreement 
was directed. As will be indicated later, they are published as “Revenue 
Rulings” in the weekly Internal Revenue Bulletin. 

A ruling letter is a statement or determination of how the Revenue 
Service will interpret a particular provision of the tax law as applied to 
facts as represented by the taxpayer. Requirements and limitations in- 
herent in this definition will be discussed in subsequent pages. The defi- 
nition itself, however, suggests the most important aspect of a ruling, 
that is, that it may serve as a pre-audit determination of the tax conse- 
quences of a particular item or transaction. From the taxpayer’s view- 
point, therefore, it offers the tremendous opportunity—and usually satis- 
fies the necessity—of knowing, not only in advance of filing a return but 
even in advance of the transaction, the position that the Revenue Service 
will or would take as to a tax problem. An advance ruling may, therefore, 
help to take the gamble out of a business transaction and provide repose 
a considerable time in advance of the normal time for tue completion of 
the audit of a tax return. 

Even when a tax ruling issued by the Revenue Service is wholly or 
partially adverse to the expectations or contentions of the taxpayer sub- 
mitting the request for a ruling, there may be an advantage in receiving 
such an answer. An advance adverse ruling at least eliminates the sur- 
prise which may come from a revenue agent several years later proposing 
to increase the tax liability of the taxpayer contrary to the expectation at 
the time of the transaction or the filing of the return. The taxpayer who 
receives an adverse ruling but still desires to complete the transaction in 
the belief that the Revenue Service may be proven wrong, is more fully 
aware than otherwise of the risks or problems involved in his contem- 
plated transaction and, if he chooses, is in a better position to bring a test 
in one of the courts at an early date. Of course, most taxpayers will not 
want to “buy a lawsuit” by going through with a transaction in the face 
of an adverse ruling from the Revenue Service. For such taxpayers an 
adverse ruling serves the purpose of putting them on notice that they 
must reexamine their plans and come up with an alternative which will 
have more favorable tax consequences if possible. 

The reasons for taxpayers requesting rulings and the reasons for the 


5 LR.C. §7121 (1954) ; LR.C. §3760 (1939). 
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Government’s issuing rulings are surprisingly similar. This, of course, 
is due to the basic community of interest of taxpayers and the Revenue 
Service under the system of voluntary compliance in this country. Thus, 
it is to the advantage of both taxpayers and Government to have the least 
amount of controversy about the tax consequences of transactions. 

Basically, there are two reasons for the Internal Revenue Service’s 
maintaining the practice of issuing advance rulings. The first—although 
not the most important—is the fact that requests for advance rulings are 
an important source of information to the Revenue Service as to the tax 
thinking of taxpayers and tax practitioners. Through such requests for 
tax rulings the Revenue Service acquires knowledge of tax thinking and 
transactions and trends with which its agents may have to cope in the 
future. On the one hand, this may enable the Service to provide answers 
in advance so as to facilitate the transactions involved and the agent’s 
early agreement to the tax treatment reported on the return. On the other 
hand, it may provide a basis for preventing further trouble by discourag- 
ing transactions which are almost certain to result in long and bitter tax 
controversies. The discouragement, of course, may not actually prevent 
transactions, but an adverse ruling may frequently make the proponents 
seek alternatives rather than face the uncertainties of protracted contro- 
versy and possible litigation. The information obtained through the 
request for rulings is particularly valuable because it frequently will be 
three or four years in advance of the information which might be obtained 
solely by auditing returns after they are filed. Accordingly, both from 
the taxpayers’ and the Government’s viewpoint there is an advantage in 
the mutual exchange of information prior to the completion of transac- 
tions in order that both parties may know of the problems ahead. 

However, the most important reason for the rulings procedure encour- 
aged by the Revenue Service is that it is a necessary part of the service that 
must be rendered to provide for an effective and economical system of tax 
administration. The purposes which tax rulings serve as part of the tax 
administration may be stated as follows: 

(1) to make it easier for taxpayers to compute their taxes correctly in 
the first instance and thereby to promote voluntary compliance ; 

(2) to lay the groundwork for fair and economical tax administration 
by placing within the knowledge of both taxpayers and examining officers 
principles to be applied in the enforcement of tax laws and in the settle- 
ment of disputes ; and 

(3) to provide certainty as an aid to business and other elements of 
our economy upon the normal activity of which the tax system is 
dependent. 

In addition to serving these purposes of taxpayers and: administrators, 
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advance rulings are, in certain situations, required by the Internal Revenue 
Code or Treasury Regulations as a condition precedent to favorable tax 
treatment. In these cases the saying that “it isn’t safe to take a breath 
without getting a ruling” approaches the truth, for the tax penalty for 
failure to obtain advance approval may be severe. For example, an 
advance ruling is required in order that a foreign corporation may be 
recognized as a corporation for purposes of certain provisions as to 
liquidations and exchanges; that a taxpayer may change his accounting 
method ; and that a partnership may change to or adopt a taxable year 
other than that of all of its principal partners.® The new Code contains 
many provisions requiring the consent, approval, or certification by “the 
Secretary or his delegate.’”” The procedure under these provisions can be 
expected to be prescribed in the regulations, including whether the 
required authorization or agreement may be obtained by an advance 
application to the National Office, an application to the District Director’s 
office, or a determination on audit of the return. 

Treasury Department regulations may also waive some requirements 
for advance approval in individual cases or may add other requirements of 
which tax practitioners should be aware. As an example, the statute * 
requires the Commissioner’s approval of a change of accounting period 
before such a change may be recognized for tax purposes. However, 
regulations under the Internal Revenue Code of 1939 were amended in 
1953 so as to grant blanket approval fo. changes in accounting periods 
in certain cases without the necessity of taxpayers who qualify making 
individual requests for rulings.* On the other hand, regulations under 
the 1939 Code require that, as a condition precedent to the Service’s 
recognizing the exempt status of certain organizations, the organization 
must file an application for exemption.® A favorable ruling or determina- 
tion letter indicates the Service’s recognition of exempt status.?° Another 
example is the authorization of an affiliated group to change from the 
filing of consolidated returns to the filing of separate returns “upon good 


6 Secs. 367, 446(c), and 706(b)(1). The Code also contains many provisions re- 
quiring consent of the Service to change a taxpayer’s election. For a list of provisions 
authorizing elections and options under the new Code, see Schwanbeck, Elections and 
Options Available to Taxpayers in the 1954 Code, 32 Taxes 748 (1954). 

7 L.R.C. $442 (1954) corresponding to I.R.C. §46 (1939). 

8 T.D. 6035, amending Reg. 111, Sec. 29.46-1, 1953-2 Cum. Butt. 147. See Reg. 118, Sec. 
39.46-1(b). These Regulations continue in effect under the 1954 Code, except as incon- 
sistent therewith (T.D. 6091, 1954 Inv. Rev. Butt. No. 35 at 13 (1954) ) or until super- 
seded. For special rules as to taxable years of partnerships and partners, see I.R.C. §706 
(1954). 

9 Reg. 118, Sec. 39.101-1, as amended by T.D. 6060, 1954 Int. Rev, Buty. No. 5 at 7 
(1954). 

10 Rey. Rul. 54-164, 1954 Int. Rev. Buty. No. 19 at 5 (1954). 
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cause shown.” This is not the usual basis upon which a new election to 
file separate or consolidated returns is determined and the benefits of this 
particular provision may be obtained only by an application to the Com- 
missioner for permission to change.”* 


Il. THE ORGANIZATION AND ADMINISTRATION OF THE RULINGS 
WorkK IN THE INTERNAL REVENUE SERVICE 


While it is commonplace to speak of rulings by the Commissioner, it is 
obvious that the Commissioner cannot personally act on the thousands 
of requests for rulings received by the Service. In the division of 
responsibility in the Internal Revenue Service, the Commissioner has 
designated the Assistant Commissioner (Technical) as his principal staff 
officer for rulings work.’? The Assistant Commissioner (Technical) is 
one of five Assistant Commissioners responsible to the Deputy Commis- 
sioner and the Commissioner for the National Office administration of the 
Revenue Service. The Chief Counsel of the Revenue Service, who is an 
assistant of the General Counsel of the Treasury Department, provides 
legal service for the Commissioner and his staff. The Deputy Commis- 
sioner is the Commissioner’s deputy for over-all management of the In- 
ternal Revenue Service. The Assistant Commissioner for Operations 
directs the program o! field operations: collections, audits, intelligence 
(enforcement), appellate, and alcohol and tobacco tax administration. 
The Assistant Commissioner for Administration directs the internal 
service functions concerned with personnel, budget, space, and housekeep- 
ing activities. The Assistant Commissioner (Inspection) conducts a pro- 
gram of internal audits concerned with financial and procedural matters 
within the Internal Revenue Service and employee conformity to rules 
of conduct. The Assistant Commissioner for Planning conducts for- 
ward planning in areas of research and management for improved tax 
administration. 

The functions of the Assistant Commissioner (Technical) are most 
closely related to those of the Assistant Commissioner (Operations), the 
Assistant Commissioner (Planning), and the Chief Counsel. In brief, that 
relationship is derived from the fact that it is the principal function of the 
Assistant Commissioner (Technical) to develop the basic principles and 
rules for the interpretations and application of the tax laws. The prin- 
cipal function of the Assistant Commissioner (Operations) is to insure 
that those rules and principles are applied in the assessment and collection 
of taxes, and the principal function of the Assistant Commissioner (Plan- 


11 Reg. 129, Sec. 29.11 (a). 
12 Rev. Rul. 54-172, 1954 Int. Rev. Butt. No. 20 at 18 (1954). 














8 TAX LAW REVIEW [Vol. 10: 


ning) is to initiate plans for improvements in over-all administration of 
the taxes administered by the Revenue Service. Of course, a very close 
working relationship exists with the Chief Counsel for the purpose, on 
the one hand, of receiving legal advice from the Chief Counsel and, on the 
other hand, of coordinating litigation with rulings policy. 

The functions of the Assistant Commissioner (Technical) include 
technical services in developing drafts of proposed legislation (by way of 
assistance to policy officials of the Secretary’s office and staffs of the tax 
committees of Congress), the implementation of legislation through the 
development of tax regulations, the preparation of tax returns and other 
public tax forms and the instructions for their use, technical assistance in 
the negotiation of tax treaties (akin to the service provided in connection 
with legislation), the conduct of the tax rulings program, and other 
technical services, such as the issuance of the Jnternal Revenue Bulletin 
and tax manuals pertaining to specialized subjects in the interpretation 
and application of the tax laws. It will be noted that these functions bring 
together in one office the immediate responsibility for developing the rules 
and interpretations of the tax laws, running the gamut from preparation 
of drafts of legislation through their implementation by the issuance of 
regulations, forms, instructions, rulings, and other technical materials.'* 
The functions of the Assistant Commissioner (Technical), however, do 
not encompass the technical work in connection with alcohol and tobacco 
tax administration for the primary reason that a considerable part of 
such work relates to industry regulation rather than tax administration in 
the usual sense. The technical work in that field is the immediate respon- 
sibility of the Alcohol and Tobacco Tax Division under the Assistant 
Commissioner (Operations). 

There is a danger in any description of the organization and functions 
of the National Office of the Revenue Service that the primary role of the 
field offices of the Revenue Service in administration of the tax laws will 








13 This has not always been the case. Prior to the reorganization of the National 
Office of the Revenue Service, Aug. 11, 1952, pursuant to Reorganization Plan No. 1 of 
1952, the organization of the National Office included Deputy Commissioners for the 
Collections Division, the Income Tax Division, the Employment Tax Division, the Excise 
Tax Division, and the Alcohol Tax Division. There was also a Special Deputy Com- 
missioner who conducted the tax treaty program. Each of these Deputy Commissioners 
performed the technical work connected with his own area of tax administration. There 
was also an Assistant Commissioner (Technical) who was a staff officer for the Com- 
missioner on technical matters but who had no line control over technical functions. 
The reorganization in 1952 brought all of the technical functions of the Commissioner’s 
office (other than alcohol and tobacco tax) under the direction of the Assistant Com- 
missioner (Technical) established pursuant to the reorganization plan for purpose of 
both technical supervision and administering the National Office programs relating to 
technical matters. 
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be underestimated. Of course, the greatest portion of not only the per- 
sonnel but also the everyday administration of the tax laws in the Internal 
Revenue Service is in its regional and district offices. However, with 
exceptions that will be detailed later, the issuance of advance rulings is 
primarily a “Washington operation.” This is for the reason, as previously 
indicated, that the issuance of rulings is part of the procedure for estab- 
lishing basic principles and guides for the interpretation and application 
of the tax laws, and it is performed in the National Office as a means of 
providing consistency on a national scale in the application of the tax 
laws." 

In the National Office of the Service the immediate responsibility for 
the consideration of requests for tax rulings is vested in the Tax 
Rulings Division, which is one of four divisions under the Assistant Com- 
missioner (Technical). The tax rulings function has been centered in this 
one division for the purpose of providing the greatest degree of coordina- 
tion and consistency possible in the issuance of rulings, regardless of the 
particular tax which may be involved. 

The Director of the Tax Rulings Division acts in a staff capacity to the 
Assistant Commissioner (Technical) and also directs the functions of the 
Tax Rulings Division. The Director of the Division and his staff direct 
the activities of seven “branches” to which have been assigned the imme- 
diate responsibility for processing requests for rulings. The organization 
of these branches is based upon both functional and tax lines, with due 
consideration to the factors of specialization and coordination. The 
branches and their basic functions are as follows: 

Individual Income Tax Branch develops rulings with respect to the 
application of federal income taxes and related statutes applicable to indi- 
viduals, estates, trusts, and partnerships (other than matters relating to 
pension trusts, exempt organizations, and problems predominantly in the 
corporate area). 

Corporation Tax Branch develops rulings with respect to the applica- 
tion of federal income and excess profits taxes and related statutes 
applicable to corporation matters generally. 

Reorganization and Dividend Branch develops rulings with respect to 
corporate reorganizations and distributions, including the taxable status 
of dividends partially out of capital. 

Estate and Gift Tax Branch develops rulings on federal estate and gift 
taxes. 


14 See testimony of T. Coleman Andrews, Commissioner of Internal Revenue, before 
the Joint Committee on Internal Revenue Taxation, 83d Cong., Ist Sess. 19 (Sept. 25, 
1953) ; Sugarman, The Business of the Internal Revenue Service, Tue NATIONAL Pustic 
AccounTANT 12-13 (Feb., Mar. 1954). 
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Excise Tax Branch develops rulings on excise taxes on admissions, 
dues, transportation, manufacturers’ and retailers’ sales, and other federal 
excise taxes (other than alcohol and tobacco taxes). 

Employment Tax Branch develops rulings with respect to federal 
employment taxes, income tax withholding on wages, and certain aspects 
of the self-employment tax. 

Pensions and Exempt Organizations Branch develops rulings on the 
qualification of organizations for exempt status under section 501 of the 
Internal Revenue Code, reviews determination letters issued as to ex- 
empt status by District Directors’ offices and those issued by District 
Directors’ offices on the exempt status of pension trust and profit-sharing 
plans under section 401 of the Code, and also develops rulings in appro- 
priate cases on related matters, such as the deduction of contributions to 
such organizations (under sections 170 and 404 of the Code). 

All requests for rulings from taxpayers received in the National Office 
of the Revenue Service are generally first referred to one of the above 
branches depending upon the principal subject-matter involved in the 
request.* This includes requests for closing agreements on specific 
issues involved in prospective transactions, as will be described in more 
detail later. Requests from offices of District Directors for technical 
advice are also referred to the same branches in order to provide the 
greatest degree of coordination in the issuance of advisory opinions to 
field offices as well as in rulings to taxpayers. 


III. SuBMIssION OF REQUESTS FOR RULINGS OR TECHNICAL 
ADVICE TO THE NATIONAL OFFICE 


The taxpayer or his representative who would seek a ruling would do 
well first to study the requirements imposed by the Service..* The 
Service’s rules are grounded on both the need for economy in the use of 
time of Revenue personnel and also the importance and responsibility that 
goes with a determination that may bind the Government as to the tax 
consequences of a transaction. As indicated earlier, the Commissioner’s 
office has, with but few exceptions, discretion as to whether to issue a 


15 Communications to the National Office involving technical matters may initially be 
considered in other offices, but if a tax ruling question is involved the reply will be 
routed to the Tax Rulings Division for coordination, or that portion of the communica- 
tion involving a tax ruling will be referred to the Tax Rulings Division for reply. 
For example, communications involving engineering and valuation matters are generally 
routed initially to the Engineering and Valuation Branch of the Special Technical 
Services Division (also under the Assistant Commissioner (Technical)). If a rulings 
matter is presented, the reply is coordinated with or issued by the Tax Rulings Division. 

16 Rev, Rul. 54-172, 1954 Int. Rev. Buti. No. 20 at 18 (1954). This supersedes prior 
rules published as Rev. Rul. 10, 1953-1 Cum. Butt. 488. 
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ruling or a closing agreement. The discretion is exercised in the light of 
all relevant circumstances, including the business or other reasons moti- 
vating a transaction, and with the view to issuing rulings or closing agree- 
ments in the interest of the proper administration of the revenue system. 
Accordingly, failure on the part of a taxpayer or his representative to 
follow the rules in submitting a request may either result in the Service’s 
declining to issue a ruling or in delays resulting from re-submission of the 
request in accordance with the rules. 


A. REQUESTS FOR ADVANCE RULINGS 


Requests for rulings to the National Office of the Revenue Service 
should be addressed to the Commissioner of Internal Revenue, Washing- 
ton 25, D. C. If addressed to any other office or officer of the Revenue 
Service in Washington, the request will, nevertheless, be routed to the 
appropriate branch of the Tax Rulings Division for development of the 
reply.’7 | The request for ruling should be submitted in duplicate, par- 
ticularly if more than one issue is presented in the request and if a closing 
agreement is also requested. 

The requirements imposed by the Service as to the nature and content 
of the request are generally the same as those which a responsible practi- 
tioner would adopt in attempting to state his problem and obtain the most 
expeditious and complete action on his request. The present requirements 
are as follows: 

(1) Requests relating to prospective transactions should not contain 
alternative plans. 

(2) The request should give the complete facts regarding the trans- 
action, including the names and addresses of all interested parties, together 
with a copy of each contract or other document necessary to present such 
facts. If the subject-matter is a corporate reorganization, distribution, or 
similar or related transaction, there should also be submitted the corporate 
balance sheet nearest the date of the transaction (the most recent balance 
sheet, if the transaction is prospective). 

(3) The request should contain a full and precise statement of the 
business reasons, if any, for the transaction. 

(4) If the taxpayer is contending for a particular determination, there 
should be submitted an explanation of the ground for such contention 
together with a memorandum of relevant authorities. 

(5) A request by or on behalf of a taxpayer must be signed by the 
taxpayer or his duly authorized representative. If the matter is being 


17 As to use of correspondence symbols, see Announcement, 1954 Int. Rev. Buti. No. 34 
at 31(1954). 
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handled by a representative of the taxpayer, the conference and practice 
requirements regarding the furnishing of power of attorney, evidence of 
enrollment to practice, etc. must be met.’® 

(6) If the taxpayer or his representative desires an oral discussion of 
the case, he should indicate his desire in writing when filing the request, 
or shortly thereafter, in order that a conference may be arranged at that 
stage of the consideration of the case when it will be most helpful. 

(7) If the taxpayer or his representative desires a specially expeditious 
treatment of his request, the request for such treatment should be made 
in writing and show the clear need for it. It is the policy of the Revenue 
Service to process requests for rulings in regular order and as expedi- 
tiously as possible. Compliance with a request for consideration of a 
particular case ahead of its regular order may delay the disposition of 
other cases. However, requests for expeditious treatment will be given 
consideration as the particular circumstances warrant. 

(9) If the taxpayer desires a closing agreement, the request for the 
ruling should indicate the request for the closing agreement as well. 

There are, however, certain areas or circumstances in which the Service 
will not undertake to issue advance rulings. These restrictions are de- 
rived from limitations within the Revenue Service based on practical 
considerations and policy. The Service’s concept of the rulings function 
is that it is a service which is to be performed in the interest of all tax- 
payers for the purpose of developing rules and principles for the guidance 
of taxpayers and examining officers and not merely to provide answers in 
specific cases. While answers will be given in individual cases, the 
Service may refuse to rule where the processing of the particular request 
is not considered to be in the interest of sound tax administration. The 
situations in which the Service will not rule in advance are as follows: 

(1) Rulings will not be issued in hypothetical cases, that is, where 
there is no real case or transaction which is pending or proposed with 
respect to which the advice is needed. (This should be distinguished from 
the situations previously described where there are requests for general 
information, which should, however, generally be directed to the local 
offices of the Revenue Service.) In other words, the Revenue Service 
does not feel that it should use its manpower to answer questions arising 
out of idle curiosity or where the taxpayer is not willing to submit the 
full or actual facts. 

(2) Ordinarily, rulings will not be issued where the determination 
requested is primarily one of fact, e.g., (a) market value of property; (b) 
whether compensation is reasonable in amount; (c) whether a transfer 





18 Treas. Dep’t Cir. No. 230 (rev. 1951). 
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is one in contemplation of death; (d) whether retention of earnings and 
profits by a corporation is for the purpose of avoiding surtax on its share- 
holders; or (e) whether a transfer or acquisition is for the purpose of 
securing an exemption, credit, or other allowance as described in sections 
1551 and 269 of the 1954 Code.” 

(3) Rulings will not be issued upon request of a taxpayer where the 
question involved is present in a return or returns already filed by the 
particular taxpayer. A request for a ruling on a question affecting a 
return or returns to be filed may be denied if the identical issue is pending 
in a return or returns already filed. In such cases the request will gen- 
erally be referred to the District Director’s office having jurisdiction of 
the return or returns for consideration in connection with the examination 
of the return or returns.2° The reason for this, of course, is that the 
matter is already under jurisdiction of another office, which has the full 
responsibility for ascertaining all the facts and for making a determina- 
tion in accordance with established rules and policy. If the matter is one 
in which the advice of the National Office is needed, there is procedure 
for the District Directors requesting advice of the National Office. 

Rulings may not be issued under circumstances where the question 
involved is one of policy on which the Revenue Service does not feel that 
it would be suitable to issue a ruling at that particular time or under the 
particular circumstances. An illustration is the policy announced by the 
Commissioner of generally not issuing rulings under the Internal Revenue 
Code of 1954 on issues expected to be controlled by forthcoming regula- 
tions.**. Another example would be a case on which there has been a 
recent court decision adverse to the Commissioner, and the question of 
following the decision or litigating further has not yet been resolved. 
Conflicting court decisions may also cause the Service to refuse to rule in 
favor of one party, lest the Government be whipsawed by the courts’ 


19 Corresponding to sections 15(c) and 129 of the 1939 Code. The excise and employ- 
ment taxes present some problems requiring exceptions to the policy of no rulings on 
factual matters. For example, section 4216 (section 3441 of 1939 Code) requires the 
Commissioner to determine fair market price for purposes of the manufacturers excise 
taxes. Such rulings are issued only by the National Office. See Rev. Rul. 54-172, sec. 
4.03, 1954 Int. Rev. Buty. No. 20 at 18, 20 (1954). 

20In employment tax aud excise tax matters, where issues are generally continuing 
ones, the National Office will not ordinarily issue a ruling to a taxpayer or his repre- 
sentative if it knows or has reason to believe that the issue is before the District Director 
in an active examination or audit of the liability of the taxpayer. Likewise, the National 
Office will not ordinarily take jurisdiction of an issue with respect to future action if 
it knows or has reason to believe that the identical issue is before the District Director 
in an active examination of the liability of the taxpayer for a prior period. Rev. Rul. 
54-172, supra note 19, sec. 3.02. 

217.R.S. News Release, Aug. 10, 1954; 1954 Int. Rev. Buti. No. 33 at 21 (1954). 
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taking a different view favorable to the other party.*” There may also be 
cases in which the Service feels it should not, through the medium of a 
favorable ruling, encourage resort to the loophole device while at the same 
time it requests Congress to enact legislation to bring a different result. 
However, as these illustrations indicate, the cases in which the Service 
will not, as a matter of policy, issue rulings are comparatively limited. 


B. CLostnc AGREEMENTS 


Closing agreements, as distinguished from rulings previously described, 
do have a statutory base. However, there exists no more compulsion in 
the statute on the Commissioner’s free discretion to enter into or not to 
enter into closing agreements as there is with respect to rulings in the 
absence of any statutory base.** In a sense, then, a closing agreement 
represents only a more formal action as to the tax treatment of an item 
involved than does a ruling. 

The present statutory provision has its antecedents in section 1312 of 
the Revenue Act of 1921." However, this enactment as well as those in 
effect to 1938 provided only for binding agreements with respect to total 
liability or items for past years.*° The Revenue Act of 1939 removed 
the time limitations.*® 

Section 7121 of the Internal Revenue Code now reads as follows : 


Section 7121. CLostnc AGREEMENTS. 

(a) Authorization—The Secretary or his delegate is authorized to enter 
into an agreement in writing with any person relating to the liability of such 
person (or of the person or estate for whom he acts) in respect of any internal 
revenue tax for any taxable period. 

(b) Finality—If such agreement is approved by the Secretary or his dele- 
gate (within such time as may be stated in such agreement, or later agreed to) 
such agreement shall be final and conclusive, and, except upon a showing of 
fraud or malfeasance, or misrepresentation of a material fact— 

(1) the case shall not be reopened as to the matters agreed upon or the 


22 Cf. Comm’r v. Court Holding Co., 324 U.S. 331 (1945) ; United States v. Cumber- 
land Public Service Co., 338 U.S. 451 (1950); Kimbell-Diamond Milling Co., 14 T.C. 
74 (1950), aff'd, 187 F.2d 718 (5th Cir. 1951); Dallas Downtown Development Co., 12 
T.C. 114 (1949). A definite rule appeared obtainable only through legislation. I.R.C. 
§§334 and 337. See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 38-39 (1954) ; Sen. Rep. 
No. 1622, 83d Cong., 2d Sess. 48-49 (1954). 

23 See H.R. Rep. No. 1860, 75th Cong., 3d Sess. 67 (1938) (Revenue Act of 1938), 
1939-1 (Part 2) Cum. BuLt. 728, 777. 

2442 Strat. 227 (1921). See also Reg. 62, Art. 1141. 

25 See section 1006 of the Revenue Act of 1924, 43 Star. 253 (1924), and Reg. 65, Art. 
1341; section 1106(b) of the Revenue Act of 1926, 44 Strat. 9 (1926), and Reg. 69, 
Art. 1341; section 606 of the Revenue Act of 1928, 45 Strat. 791 (1928), and Reg. 74, 
Art. 1301. 


26 Sec. 801. See also T.D. 4855, 1938-2 Cum. Butt. 252. 
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agreement modified by any officer, employee, or agent of the United States, 
and 

(2) in any suit, action, or proceeding, such agreement, or any determina- 
tion, assessment, collection, payment, abatement, refund, or credit made 
in accordance therewith, shall not be annulled, modified, set aside, or 
disregarded. 


The operation of the statute, however, has, in effect, been amended by 
a delegation of authority from the Secretary to the Commissioner of 
Internal Revenue which now eliminates the necessity of having closing 
agreements approved by the Secretary, the Under Secretary, or an 
Assistant Secretary of the Treasury.” 

Closing agreements are, by their nature under the statute and in form, of 
distinctly two kinds. The first is the closing agreement of the type solely in 
effect prior to the 1938 Act, that is, closing agreements relating to tax 
liability or items for past years. Such closing agreements are handled 
today in much the same way as other determinations of liability by field 
offices of the Revenue Service, with responsibility assigned to the Appel- 
late Division in the Regional Commissioner’s office and in the Office of 
the Assistant Commissioner for Operations in Washington to process 
such closing agreements for the approval of the Commissioner.** The 
other type of closing agreement is used for agreements relating to pros- 
pective transactions. These are made on Form 906 and are processed 
in a manner similar to that of requests for rulings.”® 

Inasmuch as a closing agreement on Form 906 is a formal agreement 
giving effect to a ruling, the conditions and procedures for requesting 
rulings are also applicable to requesting closing agreements on prospective 
transactions. There are certain additional limitations on the circumstances 
under which such a closing agreement as distinguished from a ruling will 
be issued by reason of the very nature of the closing agreement. One 
such limitation is that prospective closing agreements are not appropriate 
in excise, estate and gift, and employment tax matters. For example, the 
Service would hardly be willing to enter into an agreement that a certain 


27 Treas. Dep’t Order No 146, Dec. 20, 1951, transferring to the Commissioner 
authority with respect to closing agreements as to past years; Treas. Dep’t Order No. 
150-32, Nov. 18, 1953, transferring to the Commissioner all authority with respect to 
closing agreements, i.e., adding the authority as to prospective transactions. (These 
orders are applicable under the 1954 Code. T.D. 6091, 1954 Int. Rev. Butt. No. 35 
at 13 (1954)). Public announcement was also made through Treas. Dep’t Release, 
Nov. 19, 1953. 

28 Commissioner’s Reorganization Order Hdq. No. 1, July 29, 1952, 17 Fep. Rec. 7154 
(1952) ; Operations Reorganization Order No. 6, Sept. 30, 1952, 17 Fep. Rec. 8959 
(1952). 

29 Form 906 is also used for closing specific items or issues for past years. Form 866 
is used for closing the total tax liability for prior years. 
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manufacturer’s product was not subject to the excise tax, although it 
might be willing to give a ruling to that effect. The difference lies in the 
fact that the closing agreement presumably would be binding for all 
time, subject only to a change in the statute or to misrepresentation, 
malfeasance, or fraud in the representations upon which the closing 
agreement was based. If the closing agreement were issued and later 
determined to be erroneous (as the result of a subsequent court decision 
or interpretations of the law), the Service would be in a position of giving 
“a free ride” to one taxpayer as against his competitors. 

A second limitation on the use of closing agreements is also derived 
from the formality involved and the binding effect of such agreements, 
which requires generally the consideration by officials in the Revenue 
Service beyond the level of that which might otherwise be required on 
the issuance of an ordinary ruling. Accordingly, the issuance of closing 
agreements is not to be taken lightly where it means that the additional 
time of various officials of the Revenue Service will be required. For 
this and related reasons, the Service’s policy is that prospective closing 
agreements should be made only where the taxpayer shows sound neces- 
sity for the agreement.*® Accordingly, a taxpayer desiring a closing 
agreement in addition to a ruling should not only ‘specifically request the 
closing agreement but also state the reasons which he believes make it 
necessary that the closing agreement be issued, and whether or not to the 
advantage of the Government. 


C. REQUESTS FOR TECHNICAL ADVICE 


The “request for technical advice” has developed as a term of art to 
denote the procedure under which a field office of the Revenue Service 
requests the advice of the National Office with respect to the position 
of the Revenue Service as to an item or proposed adjustment involved 
in the examination of a return. This procedure is also without statutory 
base but has developed over the many years because of the relationship 
of the responsibilities assigned to the National Office and the field 
offices in determining and applying policies. In a sense, a request for 
technical advice is a request by a field office for a ruling, and it is in effect 
treated that way by the National Office of the Revenue Service. 

Requests for technical advice generally arise under the following cir- 
cumstances. In the examination of a return the examining officer may 
develop an issue as to which he believes there is no regulation or ruling 
indicating the position of the Revenue Service and the problem is not one 
which lends itself readily to solution by referral to existing precedents, 
or the problem may be one which is novel in the office of the particular 








30 See Mim. 4821, 1938-2 Cum. Butt. 254. 
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district director, such as a case of first impression arising under a new 
statute or regulations. Under these circumstances, the examining officer 
may recommend to his group supervisor that the particular problem be 
referred to the National Office for advice as to the position which should 
be taken by the District Director’s office. Generally, the issue will be 
determined to be of a nature on which advice from the National Office 
is desired only after discussion of the matter with the taxpayer or his 
representative. The referral to Washington may also be principally at 
the urging of the taxpayer or his representative (although the decision 
to refer must be that of the responsible official in the Director’s office). 
The referral to Washington will generally be accompanied by the state- 
ment by the examining officer (or his superior) indicating the position 
which the District Director’s office may believe is proper. 

Under the established procedure, upon referral of a question to the 
National Office on a request for technical advice, the taxpayer or his 
representative is notified by the field office of the referral and is given the 
opportunity to file a brief and request a conference in the National Office 
if he so desires.** At that point the procedure from the taxpayer’s side 
is basically the same as that which would be followed if he had requested 
a ruling prior to filing his return, with, however, two important excep- 
tions. The first exception is that the same discretion generally does not 
exist in the National Office with respect to answering the requests for 
technical advice from the field office, inasmuch as the Revenue Service 
now has an actual case and a determination must be made by the Service. 
However, as in the case of a request for advice by the taxpayer, the 
nature of the advice from the National Office will be conditioned by cir- 
cumstances which would be relevant, that is, the ruling to be requested 
from Washington can be issued only if all of the facts involved are pre- 
sented and if the subject-matter is of a kind that can be ruled on in Wash- 
ington with greater mastery than if left to a determination in the field 
office. For example, a final determination of the value of a particular 
piece of property is not likely to be the proper subject for a decision in 
the National Office on a request for advice, although the National Office 
may advise as to the method or approach to be used in determining the 
value by the local office. 

The second principal difference between this procedure and taxpayers’ 
requests for rulings is that the ruling from the National Office is sent to 
the District Director’s office which requested the advice and not to the 
taxpayer. The reason is twofold: first, it is the District Director’s office 


81 See Mim. 6293, 1948-2 Cum. Buti. 59. This mimeograph is still in effect with 
appropriate substitution of titles to reflect offices and officers as provided by orders 
issued to implement Reorganization Plan No. 1 of 1952. Rev. Rut. 54-172, 1954 Inv. 
Rev. Butt. No. 20 at 23 (1954). 
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that requested the advice and is entitled to the answer directly; and, 
secondly, the advice may require further action by the District Director’s 
office and accordingly, such action may be completed before the taxpayer 
is advised. Both of these reasons, of course, stem from the fact that the 
case is under the jurisdiction of the District Director’s office. If upon 
receiving the “advice” from the National Office the District Director’s 
office does not agree with the advice so received, it may request reconsider- 
ation of the matter by the National Office. Once, however, the conclusion 
is finally reached, it is the responsibility of the District Director’s office 
to give effect to that conclusion in much the same way that it gives effect 
to the regulations of the Treasury Department. 

It should be noted that the request for technical advice procedure does 
not mean the transfer of the ‘‘case’”’ to the National Office. The procedure 
is not intended as a means for the Washington settlement of cases. The 
procedure is limited strictly to the certification to the National Office of 
novel, complex, or policy questions, and the answer of the National Office 
is intended to be advisory with respect to the particular question raised 
and is not intended to take over jurisdiction of the entire case from the 
District Director’s office. 

The taxpayer will be notified by the District Director’s office of the 
conclusions reached on the request for technical advice and the reasons 
therefor. 

The request for technical advice procedure, as a method for obtaining 
rulings, presents quite different considerations from the taxpayers’ view- 
point than the request for advance ruling procedure. This is basically the 
result of the fact that the taxpayer himself is in a different position, 
because his return is under examination and there is an established pro- 
cedure within the Revenue Service for determination of liability. The 
established procedure begins with the examining officer’s examination 
of the return. In the event no agreement is reached with respect to 
adjustments that the examining officer proposes, a conference with his 
group supervisor is held. If controversy continues, a protest may be 
filed with the office of the District Director, leading to referral of the 
case to the Appellate Division of the Regional Commissioner’s office 
(unless the taxpayer chooses to receive a letter of deficiency and appeal 
directly to the Tax Court). Conferences looking toward agreement are 
available to the taxpayer at the Appellate Division both before and after 
he files a petition with the Tax Court. Accordingly, the request for 
technical advice procedure is an exception to the method of field consider- 
ation of cases. Thus, the determination as to whether an issue will be 
referred to the National Office on request for technical advice is made 
in the District Director’s office and is not a matter of right to the tax- 
payer. 
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The question whether an issue should be referred to the National Office 
on request for technical advice requires the exercise of the most careful 
judgment by officials in the District Director’s office. On the one hand, 
they must ever be alert to novel, complex, or policy questions of the type 
that should be determined on a National level, in order that uniformity 
will be assured and that the National Office is made aware of the types 
of problems that are arising in district offices. On the other hand, a field 
office cannot be continuously “passing the buck” to Washington. There- 
fore, a field office would have no occasion to refer an issue to the National 
Office where, in its best judgment, the issue is one on which the Revenue 
Service has an established position as reflected in a controlling provision 
of the regulations, a court decision which has been accepted as precedent 
by the Commissioner, or a published ruling. 

The request for technical advice procedure is not intended to give tax- 
payers and their representatives alternative avenues of appeal, that is, 
either to the Appellate Division at the regional office or to the National 
Office on a request for technical advice. As indicated, the normal course 
is for the appeal to be taken to the Appellate Division at the Regional 
Commissioner’s office. The request for technical advice procedure is not 
intended as an appeals procedure but rather as a procedure, as its name 
implies, to advise a local office of the Revenue Service with respect to a 
question which it feels is so doubtful, unusual, or important that the 
views of the National Office should be received. District Directors’ offices 
are, of course, expected to use this procedure whenever the interests of 
the Revenue Service would be served by developing, in connection with 
the case, a rule that would promote national uniformity. 


IV. PrRocEDURE IN THE NATIONAL OFFICE ON RULINGS 


In order to provide the greatest degree of coordination, requests to 
the National Office for rulings, closing agreements, and for technical 
advice involving the interpretation of substantive tax laws are all referred 
to the Tax Rulings Division (other than those involving alcohol and 
tobacco tax matters). The procedure on these three types of requests 
for rulings is basically the same and will be treated together. For pur- 
poses of convenience, except as otherwise indicated, the following discus- 
sion will relate to taxpayers’ requests for rulings, it being understood 
that all three types of “rulings” are intended to be covered. 


A. ASSIGNMENT AND PROCESSING OF RULINGS IN THE BRANCHES OF 
THE Tax Ru.uincs DIvIsIon 


As previously indicated, a request for a ruling is referred to the appro- 
priate branch of the Tax Rulings Division. The chief of the branch 
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has the initial responsibility for the development of the ruling or deter- 
mining that no ruling will be issued. If the taxpayer or his representative 
has indicated his desire for a conference, generally the conference is held 
in the branch with the technician preparing the ruling, or his supervisor, 
or both. Whether a conference is necessary generally depends on the 
nature of the question and the completeness of the information submitted. 
A conference may be desirable from the taxpayer’s viewpoint as a fol- 
low-up to provide any additional information or make any necessary 
modifications in its submission so as to eliminate questions and corre- 
spondence that might delay or prevent a favorable answer. However, 
conferences are not generally required in order for the Service to com- 
plete its action on a ruling and the great majority of rulings are issued 
without them. If additional information is necessary before action may 
be taken on a ruling, the taxpayer or his representative is notified. 

Branch chiefs in the Tax Rulings Division are authorized to issue 
rulings on behalf of the Revenue Service. They do not issue rulings, 
however, on matters in which the authority has been expressly reserved 
to other officials or on policy or legal issues that should be passed upon 
by higher authority. In addition, where a request for a ruling involves 
matters beyond the jurisdiction of one branch of the Tax Rulings 
Division, it is the general practice to have the proposed ruling prepared in 
part by each of the branches and to be signed at the level of the Director 
of the Division. In other cases, even though another branch may not be 
directly involved, the proposed ruling may be referred to the Director of 
the Division or higher authority for’ purposes of coordination. 

A ruling issued by a branch chief of the Tax Rulings Division, or other 
authorized official below the level of the Commissioner, is recognized as 
a ruling by the Revenue Service. There is no gradation in rulings based 
on the particular signature appearing on the ruling. Accordingly, except 
where the Code or regulations expressly requires a determination to be 
made by the Commissioner, and that authority has not been delegated, 
rulings are generally issued over the signature of an official subordinate 
to the Commissioner. The Commissioner, of course, through the As- 
sistant Commissioner (Technical) and the Director of the Tax Rulings 
Division, maintains supervision over the rulings and rulings procedure. 


B. LEGAL AND Pottcy REVIEW OF PROPOSED RULINGS 


With the exception noted, where coordination between branches is 
necessary, branch chiefs dispose of the greatest part of requests for 
rulings. The principal reason for referral to higher authority is the 
existence of a controversial legal issue or a policy question involved in the 
proposed ruling. 
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Consideration in the Office of the Chief Counsel. The Chief Counsel’s 
Office provides the same type of service in connection with tax rulings as 
that of counsel for the tax department of a large business organization. 
The Chief Counsel’s Office has responsibilities, of course, in connection 
with civil litigation, criminal prosecution, collection of claims, etc., which 
are major parts of its work, in addition to legal advice on proposed 
rulings. Not all requests for rulings are referred to the Chief Counsel’s 
Office for legal consideration ; in fact, numerically, only a small percentage 
of them are so referred. As the legal counsel to the Commissioner and 
his staff, the Chief Counsel renders legal services within the Service and 
does not issue rulings to taxpayers. 

As previously indicated, the initial preparation of a reply to a request 
for a ruling is made in the Tax Rulings Division. The determination to 
refer a proposed ruling to the Chief Counsel’s Office is based upon con- 
sideration of the relative functions and responsibilities of the adminis- 
trative officials and their legal advisers. The Commissioner’s office, in- 
cluding the Assistant Commissioner (Technical) and the Tax Rulings 
Division, has responsibility for the making of certain decisions as to the 
application of the tax laws and the feasibility, from a practical and 
administrative standpoint, of certain positions or interpretations. These 
decisions may involve the consideration of accounting, economic, actuarial, 
engineering, legal, and policy factors; and the Office of the Assistant 
Commissioner (Technical) is staffed so as to provide consideration of all 
of these factors whenever present. In general, proposed rulings are 
referred to the Chief Counsel’s Office for legal advice where the position 
proposed to be taken involves a matter of interpretation presenting a 
new legal question or one as to which there appears to be a conflict in 
legal precedents. A proposed ruling will also be referred to the Chief 
Counsel where the conclusion reached is likely to result in litigation. In 
the latter case, the referral to the Office of the Chief Counsel is primarily 
to obtain the concurrence of that office and to put it on notice with 
respect to the litigation which may develop. A new administrative policy 
may also be referred to the Chief Counsel for legal opinion as to the 
sufficiency of authority under the law. 

The decision to refer a proposed ruling to the Chief Councel’s Office 
involves judgment which must be exercised with balance in order, on the 
one hand, to prevent “passing the buck” on issues that would needlessly 
take the time of the lawyers of that office and, on the other hand, to see 
that issues which should be considered by the legal staff (particularly prior 
to litigation) are properly referred. Under existing practice, all pro- 
posed closing agreements are referred to the Office of the Chief Counsel 
after their preparation in the Tax Rulings Division. With respect to 
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other types of rulings, however, the decision to make the referral is a 
matter of judgment exercised under the applicable standards on the part 
of the responsible administrative officer. The taxpayer may request but 
cannot, as a matter of right, require the referral of his case to the Chief 
Counsel’s Office. 

In the Chief Counsel’s Office, proposed rulings referred from the Tax 
Rulings Division or the Assistant Commissioner are initially considered 
in the Interpretative Division of that office. The head of that division 
is authorized to act for the Chief Counsel; and consideration in the Chief 
Counsel’s Office by an Assistant Chief Counsel or by the Chief Counsel 
personally is based upon the exercise of judgment by the officials in the 
Chief Counsel’s Office concerned, depending upon the nature and im- 
portance of the problem. 

A taxpayer may request a conference in the Chief Counsel’s Office 
should his case be referred there, and such request generally will be 
granted. Frequently, conferences at this stage will be joint conferences 
of representatives of the Tax Rulings Division and of the Interpretative 
Division, particularly where the purpose of the conference is to elicit 
additional information from the taxpayer of the type which should have 
been presented on the initial submission of the request for the ruling. 

Upon completion of the consideration of the proposed ruling letter 
in the Chief Counsel’s Office, it is returned to the Assistant Commissioner 
(Technical) or the Director of the Tax Rulings Division for the next 
step in the processing of the case. The action of the Chief Counsel’s 
Office may take one of four forms: (1) complete concurrence in the pro- 
posed ruling; (2) suggestions for rewriting all or part of the proposed 
ruling for purposes of clarification or other improvements in the ruling 
without changing the result; (3) a recommendation that the proposed 
ruling be modified in whole or in part, based upon legal precedent which 
indicates a different position is required or should be taken up by the 
Revenue Service; and (4) return of the proposed ruling with a memo- 
randum indicating legally supportable, alternative positions. Upon 
receipt of the concurrence or views of the Chief Counsel’s Office, the 
administrative decision is then made as to the conclusion to be reached, 
including whether a ruling will be issued at all. In some cases the Director 
of the Tax Rulings Division or the Assistant Commissioner may refer 
the case back to the Chief Counsel’s Office for reconsideration of its 
memorandum or views, based upon the desire for further legal con- 
sideration of certain factors which are considered of importance to the 
administrators. The ultimate decision as to the position to be taken by 
the Revenue Service results from the coalescing of the legal and adminis- 
trative considerations. 
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Policy review. The Commissioner is the policy-forming official of the 
Internal Revenue Service on matters involving the interpretation and 
application of the tax laws. His subordinates are expected to carry out 
his policies within the scope of their duties and the applicable tax laws 

Not every proposed tax ruling can be referred to the Commissioner 
personally for policy review or for determination of whether there is 
a policy question involved. The consideration of proposed rulings in 
the branches of the Tax Rulings Division, by the Director of the Tax 
Rulings Division, by the Assistant Commissioner (Technical), and by 
other officials to whom the ruling may be referred for purposes of coordi- 
nation, is a gigantic screening process for the purpose of determining, 
among other things, whether there is a policy question involved which 
should be referred to the Commissioner. 

“Policy” encompasses many concepts. It is not used here in the sense 
of political policy, because such partisan or other non-tax law objectives 
are outside the scope of the duties of the Internal Revenue Service. 
Policy as used here encompasses the administrative policy as to the 
types of rulings to be issued, such as where they may tend to encourage 
or discourage certain types of business or tax avoidance transactions. 
Or it may involve the determination of the position to be taken where 
legally acceptable alternatives are present and the problem affects large 
groups of taxpayers. It may include the determination of whether a 
particular position or procedure should be followed where there is no 
legal question involved but the administrative importance or administra- 
tive complications or alternatives warrant policy review. Or the question 
may be whether to litigate further in the light of conflicting or adverse 
court decisions or attempt to obtain corrective legislation. There is also 
the area which is especially reserved by statute or regulations to the dis- 
cretion of the Commissioner and where, in the absence of clear-cut stand- 
ards, policy questions frequently are involved, such as in the matter of the 
non-retroactivity of rulings.* 

The first level for determination of whether there is a policy question 
involved and whether the proposed position reflects the Commissioner’s 
policy is at the office of the Director of the Tax Rulings Division. If 
his office is satisfied that the proposed ruling is in accordance with the 
Commissioner’s policy, and the ruling need not be referred to other 
levels for other reasons, he may sign the ruling. 

The Director of the Tax Rulings Division may refer the proposed 
ruling to a number of different offices for the purpose of further policy 
consideration. Depending upon the nature of the problem, he may refer 
the proposed ruling for coordination or an expression of views to the 


32 T.R.C. §7805(b) (1954), corresponding to I.R.C. §3791(b) (1939). 
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Director of the Technical Planning Division (concerned with proposed 
regulations, legislation, tax forms, etc.), to the Director of the Special 
Technical Services Division (concerned with technical projects, engineer- 
ing, and valuation matters, etc.), to the Director of the International Tax 
Relations Division (where a question as to the application of a tax 
treaty may be involved), to one of the divisions under the Assistant 
Commissioner (Operations) such as the Audit or Collection Divisions, 
or to the Chief Counsel’s Office. 

The Director of the Tax Rulings Division may also request the Office 
of the Assistant Commissioner (Operations) to obtain a report from field 
offices as to how similar problems are being handled or as to the practices 
in those offices, as a basis for determining whether the proposed conclu- 
sion represents a practical result which would be administratively feasible 
in the local offices of the Revenue Service. Appropriate inquiries may 
also be made outside the Service to determine industry practice in connec- 
tion with a particular situation. 

Ruling letters not disposed of at the level of the Director of the Tax 
Rulings Division may be referred to the Assistant Commissioner (Tech- 
nical) and by him to the Commissioner. The issuance of rulings is 
considered an administrative function of the Commissioner’s office, and 
they are not referred to the Office of the Secretary.” 

It sometimes happens that a taxpayer, who has reason to believe that 
a subordinate official may recommend an adverse ruling, will characterize 
his problem as a “policy question” in order to obtain further review and 
a hearing. However, the possibility of an adverse ruling does not of 
itself make a “policy question.’’ The review of proposed rulings and the 
granting of conferences beyond the branch or division level must of 
necessity be limited because of the volume of rulings considered by the 
National Office and also in order to give proper effect to the relative func- 
tions and responsibilities of the various officials involved. In an operation 
of the size of the Revenue Service, everyday activities must be conducted 
on the basis of a high degree of delegated authority. Opportunities for 
conferences at higher levels are a part of the established procedure, but 
such conferences are generally granted only where there is a compelling 
reason resulting from the nature of the problem and only if the taxpayer 
has availed himself of the opportunities for conference at the branch or 
division level without a satisfactory conclusion being reached. 


33 See Treas. Dep’t Release, Nov. 19, 1953, issued in conjunction with Treas. Dep’t 
Order No. 150-32 (note 26 supra), in which the Secretary said: “With this delegation 
of authority we have completed the delegation from the Treasury to the Internal Revenue 
Service of all necessary authority to close individual tax cases. By the various delega- 
tions of authority, duplication in effort and delay which has been occasioned in the past 
in many cases will be eliminated.” 
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The authority of the Commissioner’s office with respect to the issue 
involved is also a factor in determining whether conferences at the level 
of the Assistant Commissioner or the Commissioner will be held. There 
is an obvious difference between the case where a taxpayer, faced with a 
refusal to issue a ruling or an adverse ruling, may still carry out his 
transaction and obtain further consideration of the tax consequences on 
the examination of his return and, if necessary, in the courts, and the 
case where there is no appeal to the courts by reason of the action of the 
Commissioner lying in purely a discretionary area (such as the non- 
retroactivity of a ruling, the determination of whether a new election to 
file separate returns after consolidated returns may be made, etc.). In the 
latter cases there is a greater disposition to grant conferences at the higher 
levels before issuance of a ruling. 


C. PROCEDURE ON ISSUANCE OF A RULING OR WITHDRAWAL OF A 
REQUEST FOR A RULING. 


A taxpayer upon submitting a request for a ruling, or at any time 
during the later consideration of his request prior to the issuance of the 
ruling, may indicate that if an adverse ruling is likely to be issued by 
the Revenue Service he would like the opportunity to withdraw his 
request. Such requests are generally honored. However, the National 
Office may evaluate the information submitted in connection with the 
proposed ruling request to determine whether the transaction or the 
information furnished is the type to which its field offices should be 
alerted. If a request for a ruling is withdrawn because the transaction is 
not intended to be completed, there generally is no occasion to advise the 
District Director’s office of the facts, unless the transaction represented a 
pattern which would be of interest to the local office or to District 
Directors’ offices generally. 

If the request is withdrawn because the taxpayer does not want an 
adverse ruling on the record with regard to his particular transaction, 
the National Office may, nevertheless, furnish its views or other informa- 
tion with respect to the matter to its field offices.** The situation is 
similar to that where the Revenue Service determines for policy reasons 
it should not or cannot issue an advance ruling. In such case, it also 
may make the information or its views available to the District Director’s 
office for consideration and further development upon examination of the 
taxpayer’s return. 

Once a ruling is issued, the taxpayer should attach a copy of the ruling 
to his return.*® This is in the interest of both the taxpayer and the 


84 Rev. Rul. 54-172, 1954 Int. Rev. Butt. No. 20 at 23 (1954). 
88 Jd. 
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examining officer for, to the extent that the ruling is considered con- 
trolling, it will provide for early disposition of the particular issue or 
item on the taxpayer’s return. However, the examining officer is not 
without obligation with respect to the ruling. His first obligation is to 
compare the facts with the representations upon which the ruling was 
based in order to determine whether there has been a misstatement or 
omission of material fact or whether the transaction upon which the 
ruling was based was actually carried out in a manner materially different 
from that represented.*® The examining officer may also consider 
whether, upon the basis of relevant precedents or authorities, the ruling 
represents the current position of the Internal Revenue Service. If in 
any case it is the opinion of the field office that a conclusion contrary to 
that expressed in the ruling is indicated, the findings and recommendations 
of the field office are forwarded to the National Office for consideration 
of the matter prior to further action by the field. Otherwise, the Dis- 
trict Director’s office applies the ruling in the computation of the tax 
liability of that taxpayer. 

Should the field office question the ruling and refer the resulting 
issue to the National Office, the taxpayer is notified. In such cases, the 
procedure on requests for technical advice, including the taxpayer’s op- 
portunity to file a brief and obtain a hearing in the National Office, 
becomes applicable.*7 

The duties of the examining officer with respect to verification of the 
facts lend added emphasis to the importance of an adequate and full 
presentation of the facts upon the initial submission by the taxpayer of a 
request for the ruling. The possibility that a ruling may later be held to 
be inapplicable by reason of a change in interpretation does not detract 
substantially from the importance of the rulings service. As will be 
indicated in later pages, the Service generally will not revoke a ruling 
retroactively. 


V. IsSsUANCE OF DETERMINATION LETTERS By FIELD OFFICES 


Our discussion thus far has been almost entirely concerned with the 
issuance of rulings by the National Office of the Revenue Service. Any 
discussion of the subjects of rulings, however, would be unrealistic if it 
omitted the role of District Directors’ offices. 

The question of the extent to which field offices should issue rulings has 
long been a subject of discussion. The answer cannot be approached 
solely on a theoretical basis; very practical considerations must be taken 
into account. 


36 Jd, at 24. 
37 Jd. at 23. 
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On the one hand, there is the fact that local offices of the Internal 
Revenue Service are asked thousands of questions each year by taxpayers 
and practitioners. District Directors’ offices can and do answer many 
questions as a service to taxpayers and to promote the filing of proper 
returns (which in turn reduces the workload of the Directors’ offices on 
audit). Moreover, these local offices are in a particularly favorable posi- 
tion, by reason of community knowledge and experience, to evaluate 
whether the representations made to them are accurate. The taxpayer 
may also feel that he can get an answer to his question quicker from a 
local office than from Washington. 

On the other hand, it is perhaps more important from the taxpayer’s 
viewpoint that he be able to place reliance upon the answer that is given, 
that it is the final word, or at least that it is considered binding by the 
Revenue Service. By the same token, the National Office of the Revenue 
Service must be assured that its responsibilities in applying the tax law are 
being properly discharged. It must also maintain control over the policies 
and principles to be applied in the application of the tax laws for the 
purposes of consistency and fairness in the treatment of taxpayers. The 
National Office’s responsibilities are most clearly indicated where ques- 
tions are asked as to the tax treatment of proposed transactions. The 
very fact that the question is asked before the transaction is undertaken 
may indicate that there is no clear-cut precedent and that a novel issue or 
matter of principle or policy may be involved. Reliance by the taxpayer 
in his future conduct on the answer given is another reason for the Service 
to regard such requests as of unusual importance. 

Nevertheless, the National Office cannot hope to attempt to answer all 
questions which might be raised by taxpayers as to the tax treatment of 
transactions prior to the filing of returns; nor is there any reason why 
it should attempt to do so in view of the great responsibility which it 
places upon field officials in determining tax liability where questions arise 
upon the examination of returns. Even if it were practicable to require 
all requests for advice or inquiries as to the application of the tax law to 
be referred to the National Office, the sheer volume of such work would 
impose an impossible burden upon officials of the National Office. These 
officials are responsible for determining the major policies and principles 
for the operation of the entire Revenue Service, and they would be un- 
able to discharge their duties properly if they were bogged down with 
the many routine requests that would be presented. 

Therefore, the line to be drawn in the conduct of the rulings function 
as between the National Office and field offices should be based upon satis- 
fying the criteria of providing local service to taxpayers, wherever 
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feasible, while at the same time maintaining the necessary policy control 
in the hands of the National Office. 

In its report of December, 1953, the Kean Subcommittee of the House 
Ways and Means Committee expressed its view on this matter as follows: 


Another critical problem is the determination of the degree to which the 
interpretative and rule-making function can be decentralized. Obviously the 
need for uniformity in the interpretation of the tax laws and regulations is 
as great as the need for uniformity in decisions on cases. In routine matters 
these functions can probably be safely delegated to the field. For example, 
since 1944 field officers of the Bureau have had authority to issue over their 
own signatures rulings as to qualification of stock bonus, pension, profit shar- 
ing, and annuity plans under section 165(a) of the Code. Beyond the point 
of routine matters, however, the desirability of delegation of authority to the 
field is outweighed by the need for assuring uniformity in interpretations 
and rulings. For this reason the interpretative and rulemaking function in 
nonroutine matters is and must be reserved to some central group at the 
national office of the Internal Revenue Service.** 


This statement also reflects the prevailing thinking of the Internal 
Revenue Service, which has recently announced the conditions and pro- 
cedures under which questions will be answered by District Directors’ 
offices and by the National Office. 


A. Concert oF “Rutincs” IssueD By THE NATIONAL OFFICE AND 
“DETERMINATION LETTERS” IssuED By FIELD OFFICES 


As an aid to understanding the respective functions of the National 
Office and field offices in answering taxpayers’ questions, the Revenue 
Service has officially reserved the term “rulings” to the issuances of the 
National Office and authorized field offices to issue “determination letters.” 
Rulings are defined as “an expression of the official interpretation or 
policy of the Office of the Commissioner of Internal Revenue” (meaning 
the National Office) and “‘are intended to serve the purpose of establishing 
principles and policies of the Service in the interpretation and application 
of substantive tax law.” *° 

District Directors of Internal Revenue are the operating officials of 
the Service who, under the supervision of Regional Commissioners, 
“apply the statute, regulations and rulings of the National Office in the 
determination of tax liability and the collection of taxes.” *° In applying 
the statute, regulations, and rulings of the National Office, District 
Directors are authorized to issue “determination letters” which are in- 


38 Report to the Committee on Ways and Means, House of Representatives, by the 
Subcommittee on Administration of the Internal Revenue Laws, 31 (1953). 
89 Rey. Rul. 54-172, 1954 Int. Rev. Butt. No. 20 at 18, sec. 2 (1954). 
40 Jd. 
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tended to be solely the “application to the facts involved in a particular 
inquiry or request of the principles and policies previously established 
by the National Office.” ** In general, determination letters are intended 
to be issued only in response to routine questions. The rule is officially 
stated as follows: “Determination letters are issued only where a deter- 
mination can be made on the basis of clearly established rules as set forth 
in this statute, Treasury decisions or regulations, or rulings, opinions or 
court decisions published in the Internal Revenue Bulletin. Where such 
a determination cannot be made (such as where the question presented 
involves a novel issue) or the matter is excluded from the jurisdiction 
of a District Director of Internal Revenue . . . , a determination letter 
will not be issued by the District Director.” *” 

It is clear from these concepts and definitions, that if a District Director 
receives an inquiry which does not lend itself to direct answer on the basis 
of clearly established precedent, the inquiry is to be referred to the 
National Office either by requesting the taxpayer so to refer it or by the 
District Director so referring it. By the same token, this means that 
inquiries as to substantive tax law, which involve complications requiring 
legal research, are not to be referred by the District Director to higher 
authority in his region for resolution of the question but rather are to be 
referred direct to Washington. Regional Commissioners’ offices do not 
issue rulings or determination letters to taxpayers on income, estate, gift, 
employment, or excise tax issues. 

In addition to the lines indicated by these concepts, there are additional 
rules prescribing with greater particularity the jurisdiction of the District 
Directors and the National Office. 


B. AuTHOoRITY OF District Directors To IssuE DETERMINATION 
LETTERS 


In general, the same policies with respect to the completeness of the 
inquiry or request and the discretionary authority to answer it apply in the 
case of determination letters as apply in the case of rulings requested of 
the National Office. Thus, a District Director may decline to issue a 
determination letter where a complete statement of facts regarding the 
transaction is not supplied or where it would be necessary to resolve a 
factual issue. Other limitations ** on the authority of District Directors 
to issue determination letters, regardless of the type of tax involved, are: 


(1) Where it appears that a similar inquiry from the taxpayer has 


41 Td. 
42 Td. 
43 See Rev. Rul. 54-172, supra note 39, sec. 4. 
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been directed to the National Office. (However, the National Office will 
usually refer routine inquiries to the District Director.) 

(2) The determination letter is requested by an industry, trade asso- 
ciation, or similar national group or the request involves an industry- 
wide problem. 

(3) The inquiry is in regard to a taxpayer or taxpayers whose returns 
are under the jurisdiction of another District Director. 

Other limitations upon the authority of District Directors to issue 
determination letters are derived from peculiarities involved in the par- 
ticular question or the type of tax. In income, profits, estate, and gift 
tax matters, District Directors are authorized to issue determination 
letters only with respect to completed transactions and not prospective 
transactions. An important exception to this latter limitation is in the 
matter of qualification of employees’ trusts as to which District Directors 
have a broader grant of authority. 

The authority of District Directors to issue determination letters as 
to the qualification of pension, annuity, profit-sharing and stock bonus 
plans is one of two income tax areas in which they have extensive 
authority. (The other is in regard to the exemption of organizations 
under section 501 of the Internal Revenue Code.) Revenue agents in 
charge were authorized to issue rulings on the qualification of such plans 
in 1944,** following the impetus given to the establishment of such 
plans by World War II and the Revenue Act of 1942. That authority 
has been continued without substantial change and is now lodged in the 
District Directors of Internal Revenue,*® who have succeeded to the 
operational functions of the former revenue agents in charge. 

The authority of the District Directors in regard to employees’ trusts is 
broader than their authority in the usual determination letter matters. 
The District Director’s authority in the case of such plans extends to all 
questions as to qualification as provided in Revenue Ruling 32, which 
preceded the announced policy on determination letters. The official 
announcement establishing the determination letter procedure makes it 
clear that the prior authority of District Directors with regard to the 
qualification of pension trusts and profit-sharing plans is not limited, 
even though the letters they will now issue as to such qualification will be 
called “determination letters” instead of rulings.** Of course, District 
Directors are still authorized and expected to refer to the National Office 
any problems arising in their consideration of a request for a determina- 


44 Requests for rulings were still made to Washington but the taxpayers were notified 
when the requests were referred to agents in charge. 

45 Rey. Rul. 32, 1953-1 Cum. Butt. 265. 
46 Rev. Rul. 54-172, supra note 39, sec. 4.04. 
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tion letter on an employees’ trust that involves a matter of principle or 
policy as to which the advice of the National Office should be obtained 
under the request for technical advice procedure. However, all letters 
on the qualification of these plans are issued over the signature of the 
District Director and not by the National Office. 

This broad authority of the District Director, however, does not extend 
to other problems which may arise in connection with pension trust and 
profit-sharing plans, such as the matter of deductions for contributions 
to such plans. By reason of the specialized nature of the pension trust 
and profit-sharing field, no attempt will be made here to treat the de- 
tails of the rulings procedure, which is adequately set forth in two pub- 
lications of the Internal Revenue Service.*” 

The issuance of rulings on the exempt status of organizations was 
always a matter solely reserved to the National Office until May 24, 1954, 
when Revenue Ruling 54-164 became effective.** This not only pro- 
vided for the issuance of determination letters as to the exempt status 
of certain organizations but also clarified and codified procedures under 
which the National Office would also issue rulings as to such organiza- 
tions. In this field the District Director’s authority to issue determination 
letters as to exempt status is no greater than the authority to issue deter- 
mination letters on other types of income tax questions, that is, the 
authority is generally limited to routine cases. However, as in the case 
of employees’ trusts, all applications are required to be made to the Dis- 
trict Director’s office (and are not to be sent to the National Office). 
After an initial screening, the District Director determines whether a de- 
termination letter may be issued or that a ruling is called for and that 
the application must be referred to Washington. 

Somewhat different standards exist in the issuance of determination 
letters in employment and excise tax matters than in income tax matters. 
Because of the usually continuing nature of the questions that are involved 
and the need for quick answers in this area, District Directors are not 
limited to questions on completed transactions in issuing determination 
letters but may issue them in excise and employment tax matters whether 
the transaction or event is in the future or completed. However, the other 
limitations already discussed apply to determination letters on these sub- 
jects, such as that they are to be issued only in response to routine ques- 
tions, only to taxpayers filing in the jurisdiction of the particular District 
Director, etc. 


47 Rev. Rul. 32 and Rev. Rul. 33, 1953-1 Cum. Butt. 265, 267. For subsequent modifi- 
cations, see Rev. Rul. 54-172, 1954 Int. Rev. Butt. No. 20 at 18 (1954) and Rev. Rul. 
54-398, 1954 Int. Rev. Butt. No. 38 at 12 (1954). As to the effect of the 1954 Code, see 
Announcement, 1954 Int. Rev. Butt. No. 33 at 24 (1954). 

48 1954 Int. Rev. Butt. No. 19 at 5 (1954). 
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Two questions remain which are of utmost importance to the effec- 
tiveness and soundness of the authorization to District Directors to 
issue determination letters: How does the Service propose to maintain 
consistency in the answers given by District Directors? What are the 
appeal rights of a taxpayer who receives (or thinks he will receive) a 
determination letter reaching a conclusion that is unfavorable from his 
viewpoint? Both of these questions are related because the objectives 
of both the Service and the taxpayer are the same, namely, that the right 
answer be given to the taxpayer’s inquiry, and that the answer in the 
determination letter is the same as the taxpayer would get from the 
National Office. 

Basically, the control over determination letters is the same as that 
for any other technical area in an organization as far-flung as the Internal 
Revenue Service. The definition of the “determination letter” gives the 
key, for determination letters are only to be issued by District Directors 
where the answer is clear under the statute, regulations, rulings, or other 
published precedents of the Service. The discharge of their responsi- 
bility by District Directors within these limitations is a matter of super- 
vision by the Regional Commissioners. Various devices also exist for 
review by the National Office.*® 

A taxpayer may not be satisfied that the determination letter issued 
to him reaches the same conclusion as might be reached if a ruling were 
issued by the National Office. In such case the appropriate remedy is to 
request the District Director to refer the matter to the National Office 
either (a) as an initial request for a ruling (on the ground that the 
question involved is more difficult and complex than was originally 
realized and therefore is not an appropriate subject for a determination 
letter) or (b) as a request for technical advice from the National Office. 
The tests for such referral are generally the same as are applied in deter- 
mining whether a request for technical advice should be made. Upon 
such a referral to the National Office, the taxpayer would have the oppor- 
tunity to file a brief and obtain a conference in the National Office if he 
desires. Should the taxpayer go over the head of the District Director 
and appeal directly to the National Office without first requesting the 
District Director to refer the matter to Washington, the National Office 
would undoubtedly refer the inquiry back to the District Director for his 


49 See Sugarman, The Business of the Internal Revenue Service, THE NATIONAL 
Pusurc AccounTANT 13-14 (Mar. 1954). In the specialized fields of employees trusts 
and other exempt organizations, there is greater occasion for and resort to review of 
determination letters by Washington because of responsibilities of the National Office in 
related matters, such as rulings on deductions and issuance of the CUMULATIVE LIsT oF 
ORGANIZATIONS, contributions to which are deductible. 
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views or to the Regional Commissioner for reference to the District 
Directors. 


VI. We1cuHtT GIVEN To RULINGS AND DETERMINATION LETTERS 


The taxpayer who receives a favorable ruling or determination letter 
wants to know how binding it is on the Government. There are, how- 
ever, several different aspects to the question of what weight rulings or 
determination letters have and, in the interest of clarity, it would be well 
to take them up separately. 


A. GENERAL POLICY OF THE SERVICE ON REVOCATION OF RULINGS 


A determination letter, ruling, or closing agreement is not binding 
for subsequent years if there is a change in the applicable statute. Closing 
agreements on prospective transactions generally contain a reservation as 
to the effect of subsequent enactments.*° 

The usual reasons for revocation of a ruling are that the ruling was 
erroneous at the time of issuance or that, while considered correct at that 
time, the Service has subsequently changed its position and the ruling no 
longer represents the view of the Service. Accordingly, a ruling found 
to be in error or no longer in accord with the position of the Service may 
be modified or revoked. The same principle is applicable to determination 
letters. 

However, the Commissioner has authority under section 7805(b) 
of the Internal Revenue Code to determine the extent to which a ruling 
may be applied without retroactive effect.** While the Service has long 
had a general policy not to revoke a ruling to a taxpayer retroactively 
where the taxpayer had relied upon the ruling in good faith, it was only 
recently that the Service stated that policy publicly in writing. In Revenue 
Ruling 54-172, the Service stated the policy as follows: “It is the general 
policy of the Internal Revenue Service to limit the revocation or modifica- 
tion of a ruling issued to or with respect to a particular taxpayer to a pros- 
pective application only (a) if there has been no misstatement or omission 
of material facts, (b) the facts subsequently developed are not materially 
different from the facts on which the ruling was based, (c) there has 
been no change in the applicable law, and (d) such taxpayer acted in good 
faith in reliance upon such ruling and a retroactive revocation would be 


50 Mere renumbering of sections or similar mechanical changes which do not change 
the substantive provisions of the Internal Revenue Code of 1939 will not affect out- 
standing rulings, closing agreements, or determination letters. Announcement, 1954 
Int. Rev. But. No. 33 at 24 (1954). 

51 Treas. Dep’t Order No. 131, Mar. 8, 1951, as made applicable under the 1954 Code 
by T.D. 6091, 1954 Int. Rev. Butt. No. 35 at 13 (1954). 
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to his detriment.” ®*? The same policy applies to a determination letter. 
However, a District Director who believes that his determination letter 
should not be revoked retroactively must refer the matter to the National 
Office for the exercise of the authority by the Commissioner as to the 
limited application of the rule which necessitates the revocation of the 
determination letter. 

There are certain limitations in the above policy which are particularly 
important to note. The first is that the policy of non-retroactive revoca- 
tion does not apply to cases where it turns out that the facts upon which 
the ruling was issued are not the facts of the actual transaction. It is at 
this point that the examining officer has the opportunity to determine 
that a ruling issued to a taxpayer is not applicable in the determination 
of liability upon examination of his return. However, in such cases the 
examining officer is required to refer the matter to the National Office 
under the request for technical advice procedure and cannot on his own 
motion merely ignore the ruling. 

Another limitation inherent in the Service’s statement of policy is that 
it is directed solely to a ruling issued to or with respect to a particular tax- 
payer. Accordingly, the policy statement does not cover the cases where 
(a) a ruling issued to a taxpayer or his representative is used as the 
basis for a transaction by another taxpayer (such as another client of 
the representative) and (b) a ruling is issued to a taxpayer as to a par- 
ticular transaction and the taxpayer uses it as precedent in engaging in 
another similar transaction.” 

The fact, however, that the policy statement is restricted to rulings 
issued to or with respect to a particular taxpayer does not mean necessarily 
that a different policy will apply in all cases where there has been reliance 
by others upon a ruling issued by the Service. It can be expected that 
each case will be considered on its merits, and particularly where the 
Service knows or expects the ruling will be distributed and relied upon 
by members of an association or group requesting the ruling, the policy of 
the Service would be likely to be the same as that stated in its official 
statement.™* 


52 Rev. Rul. 54-172, supra note 39 at 24, sec. 12. 

53 A case in which a ruling to one taxpayer was honored but its application to a re- 
lated taxpayer was not is reflected in the Hearings before the Senate Banking and 
Currency Committee on F.H.A. Operations, Part 1, 83d Cong., 2d Sess. 558 (1954). The 
Chairman inserted in the record a letter from the Commissioner of Internal Revenue indi- 
cating that a ruling to one corporation holding certain of its distributions to be capital 
gain to shareholders would be honored, but that similar distributions by corporations con- 
trolled by the same interests would not be so treated by the Service because the ruling 
letter no longer represented the position of the Service. 

54 Cf. S. 1752, 83d Cong., 2d Sess. (1954), generally known as “The Good Faith Re- 
liance Act.” The report of the Treasury Department to the Senate Judiciary Committee 
regarding this bill states in part: “The Department believes that its present practice 
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Where the Service publishes a ruling in the Internal Revenue Bulletin, 
then its policy of honoring the ruling where there has been reliance must, 
of course, extend to all taxpayers and not to the particular taxpayer whose 
inquiry gave rise to the ruling that was published. The Service has pub- 
licly stated its policy as to such published rulings as follows: “It is the 
general policy of the Service that taxpayers may rely upon rulings pub- 
lished in the Internal Revenue Bulletin in determining the rule applicable 
to their own transactions and need not request a specific ruling applying 
the principles of the published ruling to the facts of the taxpayer’s par- 
ticular case where otherwise applicable. In the event of revocation or 
modification of a ruling published in the Internal Revenue Bulletin, it is 
the general practice of the Service to make such revocation or modifica- 
tion prospective only.” »° 

Of course, the Service will consider a published ruling applicable in 
determining the taxpayer’s liability only where the ruling is applicable to 
the state of facts of the particular taxpayer. The determination that a 
published ruling fits the facts of a particular case is, like the determination 
of the applicability of court decisions, an everyday function of the tax 
practitioner. 


B. METHOD OF REVOCATION 


Under the announced policy of the Service, a taxpayer with a favorable 
ruling must be alert to the possibility of revocation of that ruling without 
direct notice to him. With the thousands of rulings and determination 
letters issued by the Service, it is not practicable for it to notify indi- 
vidually every taxpayer who has received a ruling or determination letter 
or read the Internal Revenue Bulletin, of a change in position or interpre- 
tation of the Service or, for that matter, a change in law which may 
affect a prior ruling. Should the Service be required to notify each tax- 
payer individually any time there is a change or modification in its position, 
then it can be expected that the Service would have to curtail its program 
of issuing rulings and determination letters in the first instance. 

Aside from a change in the statute, as to which knowledge is imputed 
to all, there are generally three methods of revoking a ruling to a tax- 


payer: 


is in accord with the principle of the bill, for it does not as a general rule seek to 
assess penalties against persons relying in good faith on its written rulings provided that 
their cases fall within the scope of the rulings. The Department is sympathetic with the 
idea that it is desirable for citizens to be able to secure reliable advice from the Govern- 
ment, but it is of the opinion that this bill will not contribute appreciably to that goal.” 
Hearings before Subcommittee of the Senate Judiciary Committee on S. 1752, 83d Cong., 
2d Sess. 26-27 (1954). 
55 Rev. Rul. 54-172, supra note 39 at 25, sec. 12.06. 
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(1) A letter notifying the taxpayer that the prior letter issued to him 
is no longer considered binding on the Service. For the reasons indicated, 
this is not the common practice. However, in the exempt organizations 
area, the Service does generally notify an organization when it revokes 
a previous ruling granting exemption under the income tax law. 

(2) The publication in the Internal Revenue Bulletin of a ruling or 
regulation which states a different position than that reflected in the 
ruling letter to the taxpayer.** The ruling or regulation published may be 
retroactive. However, should a particular taxpayer be affected detri- 
mentally by the retroactive revocation of his ruling and if he otherwise 
qualifies, he may apply to the Commissioner for a non-retroactive appli- 
cation of the new ruling or revocation in his particular case. 

(3) By advice from the District Director upon examination of the 
taxpayer’s return that the ruling is not considered applicable. In such 
cases, after procedure already described for referral of the matter to the 
National Office, the taxpayer will be notified as to the Service’s conclusion 
on the application of the ruling and its non-retroactive revocation, should 
that be determined. 

The possibility of retroactive changes in certain types of gift tax 
rulings or determinations has recently been restricted by the Internal 
Revenue Code of 1954. Under the gift tax law, current taxable gifts 
are taxed in a bracket determined by cumulating taxable gifts made in 
prior years. Accordingly, in determining the current tax bracket, the 
question whether a prior transfer was or was not a gift and the valuation 
of property previously transferred by gift inay be reexamined either by the 
Government or by the taxpayer. This, for example, gives rise to the 
possibility that a transfer previously ruled not to be a gift may at a subse- 
quent date be held to have been a gift for the purpose of determining the 
bracket at which current transfers will be taxed, even though the prior 
gift may not retroactively be subject to a tax by reason of the expiration 
of the period of limitations.°’ This situation, however, is clearly dis- 
tinguishable from the retroactive revocation of a ruling which imposes a 
tax on a transaction previously ruled to be exempt; and, as long as the 
authority to change a position exists on the part of taxpayers, they are 
hardly in a position to object to the Commissioner having similar 
authority, provided such authority is reasonably exercised. The Internal 
Revenue Code of 1954 will prevent the value of a gift from being 
adjusted where a tax was paid for the prior year in question.5® Congress, 
however, did not change the law in cases where no tax was paid for the 


56 Jd. at 24, sec. 12.05. See Automobile Club of Michigan, 20 T.C. 1033 (1953). 
57 McMurty v. Comm’r, 203 F.2d 659; A.B.A. Butt. 21 (July, 1953). 
58 T.R.C. §2504(c) (1954). 
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prior year or where issues other than valuation of property are involved. 


VII. PusBLicaTION OF RULINGS 


One of the most important developments in tax rulings is the program 
of the Internal Revenue Service for increased publication of rulings. This 
program resulted in part from criticism from Congressional sources that 
non-publication of rulings permitted favoritism and protected the use of 
“influence,” ® and criticism by practitioners that “secret rulings” to field 
offices of the Service put the taxpayer at an unfair disadvantage in 
attempting to argue with revenue agents. It also filled a need for better 
communication by the National Office of the Service to field offices and 
taxpayers for the purpose of providing guidance and answers to tax 
problems. 

Under a policy put into effect in 1953, the Revenue Service now 
undertakes to publish, with limited exceptions, the rulings issued by the 
National Office dealing with substantive tax law, procedures directly 
affecting taxpayers’ basic rights or duties, or industry regulation.” 

The exceptions are designed generally to eliminate repetitious rulings 
and the reiteration of rules already stated in the regulations or court 
decisions. There are other exceptions which the Kean Subcommittee 
noted could provide wide latitude as to non-publication, but the announced 
policy of the Service is to resolve doubts in favor of publication. 

The record of publication of rulings in the Internal Revenue Bulletin 
indicates the efforts of the Service to carry out its policy commitments. 
In 1952 a total of 86 rulings were published in the Internal Revenue 
Bulletin; in 1953 a total of 300 rulings were published ; and the rate of 
publication for 1954 is nearly double that of 1953. 

The publication of rulings is particularly important with the advent of 
the Internal Revenue Code of 1954.** It means that, in addition to the 
regulations which the Department will issue under the new Code, the 
interpretations which are made through rulings to taxpayers or advisory 


59 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A322 (1954); Sen. Rep. No. 1622, 83d 
Cong., 2d Sess. 479 (1954). 

60 Reports to the Committee on Ways and Means by the Subcommittee on Administra- 
tion of the Internal Revenue Laws, 30 (1952) ; 40 (1953). See also Hearings of the Sub- 
committee, 83d Cong., Ist Sess. (Part D) 1563 et seq. 

61 Rev. Rul. 2, 1953-1 Cum. Butt. at 484. 

62 Jd. ; Rev. Rul. 212, 1953-2 Cum. Butt. at 449. Publication of “rulings” in the FepErAL 
REGISTER under the Administrative Procedure Act is not required. See Dwan, The Fed- 
eral Administrative Procedure Act and the Bureau of Internal Revenue in FeEperat 
ADMINISTRATIVE PROCEDURE ACT AND THE ADMINISTRATIVE AGENCIES 142, 146 (1947). 

63 See note 58 supra. 

64 Rulings under the 1954 Code will be carried in the BULLETIN separately from rulings 
under the 1939 Code. Announcement, 1954 Int. Rev. Butt. No. 35 at 3 (1954). 
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memoranda to field offices will be reflected in the Internal Revenue Bulle- 
tin for the information and guidance of taxpayers as well as examining 
officers. 

There are other aspects of the program which are also of particular 
importance to the tax practitioner. At the outset of the program some 
tax practitioners expressed the concern that the publication of rulings 
would tend to diminish the ruling letters issued by the Service, for the 
reason that officials of the Service would be less likely to “stick their 
necks out” in ruling letters if they knew that they were required to be 
published. There is no evidence that the Service has lessened its efforts in 
the issuance of rulings. The diminution of rulings under the new Code 
until the regulations are out is, of course, a temporary situation which is 
not related to the publication of rulings program. 

Whether the publication of rulings program will have the effect, never- 
theless, of reducing the number of requests for rulings as more answers 
are published in the Internal Revenue Bulletin cannot be determined at 
this time. The enactment of the new Code, of course, will give rise to 
many questions as to which prior published rulings will not supply 
answers. In any event, with the prospects of continuing legislation 
and court decisions, no early cessation of the need for rulings can be 
anticipated. 

Another aspect of the publication program that is of particular impor- 
tance to the tax practitioner is the fact that the Service will maintain 
confidential the identity of the taxpayer making the request for the ruling 
and the details of the transaction which do not affect the tax principle 
involved. This, of course, is in accordance with the long-established 
policy of the Service which is designed to encourage the full disclosure of 
facts by the taxpayer to the Service. The policy of the Service in keeping 
such matters confidential does not, however, mean that the Service will 
give an advantage to any taxpayer to which it has issued a ruling by keep- 
ing confidential the fact that it has issued a ruling on a new type or 
method of reducing taxes. 

There is one final point in connection with the publication program 
which goes to the responsibility of the tax practitioner himself. This 
involves the use of, or reliance upon, rulings published in the Internal 
Revenue Bulletin. It should be understood that the publication program 
of the Service is generally to publish the rulings that it has issued, 
and such rulings will usually involve specific answers to specific questions. 
The responsibility of the tax practitioner with respect to the rulings is 
twofold. First of all, he must properly construe the rulings that are 
published so that he gives them no broader or narrower interpretation 





65 Bur. of Int. Rev. News Release, Dec. 29, 1952. See also hearings, note 60 supra. 














1954] FEDERAL TAX RULINGS PROCEDURE 39 


than was intended.** There is sometimes the tendency to construe a 
specific ruling published in the Internal Revenue Bulletin much more 
broadly than was intended, based on the concept that it would not have 
been published unless it was intended to be a statement of policy. Such 
an approach, of course, misconstrues the publication program, which is 
not limited only to rulings of general application but contemplates simply 
the publication of the new points in ruling letters that have been issued. 
The second responsibility of the tax practitioner is to use the publication 
program of the Internal Revenue Service to enhance knowledge of the 
tax laws and their interpretations. Wherever a published ruling does not 
seem to clarify but instead seems to raise additional questions as to the 
meaning of the statute, there is no reason why the alert tax practitioner 
should not request the Service to issue a clarifying revenue ruling or to 
follow up with an interpretation on additional points suggested by the 
revenue ruling that has been published. 


VIII. ConcLusion 


The publication program illustrates more than any other single part of 
the rulings function the fact that rulings of the Service have become an 
important instrument in tax administration. It also demonstrates the 
common interest which the Service and the tax practitioner have in the 
continuing search for answers to tax problems. 

The rulings procedure, including the related publication program, 
affords an opportunity for the tax practitioner and the Service to work 
out the answers to tax problems without the delays, formalities, and 
tribulations attendant upon litigation. With the advent of the new 
Internal Revenue Code the procedure assumes an even greater significance 
because of the new problems of interpretation that will arise under the 
Code, and the rulings procedure offers the opportunity to settle these 
problems without resort to litigation. Of course, there will always be the 
opportunity to resort to the courts, but a proper approach and use of the 
rulings procedure and its related publication program should go a long 
way toward building at an early stage a body of precedents under the 
Internal Revenue Code of 1954 which will provide answers to tax prob- 
lems and an early determination of tax liability.® 


66 See the Introduction published in the INTERNAL REVENUE BULLETIN and Cumu- 
LATIVE BULLETINS. 

87 The weight given rulings by the courts is considered a separate subject from that 
treated in this paper. However, attainment of the objective of the program for publica- 
tion of rulings depends to a large measure upon the acceptability by tax practitioners of 
the rules published where they have a reasonable basis in law. See Paut, Taxation 
IN THE UNITED States 667 (1954). For a somewhat different regard for rulings, see 
Hirshon v. United States, 113 F.Supp. 444 (Ct. Cl. 1953) (holding contrary to I.T. 
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The suggested approach will not only be of great benefit to the indi- 
vidual taxpayers and tax administrators but also to the future develop- 
ment of the revenue system of the United States. The early working out 
of the answers to tax questions under the new Internal Revenue Code will 
reveal any defects or difficulties that may exist and lay the groundwork 
for repair by Congress without the many years of travail and litigation 
that have been our history in the past. 


3806, 1946-2 Cum. Butt. 41, which had ruled that federal stamp taxes paid by a trader 
may not be deducted as an expense). 
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Dividends in Kind—The Thunderbolts 
and the New Look 


SEYMOUR S. MINTZ anp WILLIAM T. PLUMB, JR. 


INTRODUCTION 


F.w subjects in the law of corporate taxation have been as frequently 
discussed and hotly debated as the tax status of dividends in kind.1 We 
should hesitate to replow the well-turned ground, were it not for several 
recent developments of major significance. 

Although the problem has many facets, some of which we shall discuss 
in this article, a simple example will serve to illustrate the situation most 
commonly arising. The Jones Manufacturing Company is a small busi- 
ness that has been getting along comfortably for years in the 30 per cent 
tax bracket. It has accumulated a surplus of $50,000. A part of its orig- 
inal contributed capital consists of stock of ABC corporation, which has 
a basis of $60,000 in the hands of Jones Manufacturing Company. As a 
result of war conditions, the Jones company’s inventory greatly appre- 
ciates in value and its sales mount. At the same time, the company is 
approached with an offer to purchase its ABC corporation stock for 
$300,000. It is, of course, not the propitious time to liquidate, and yet 
the corporation is reluctant to incur tax on the sale of its now valuable 
inventory and the ABC stock. 

A few years ago, with considerable complacency, the stockholders’ 
tax adviser might have told them that the corporation could distribute 
the inventory and the stock as a dividend and that, if reasonable care 
were observed, no tax would be incurred at the corporate level and a 
dividend tax on only $50,000, i.e., the amount of the corporate earn- 


Seymour S. M1n7Tz is a member of the District of Columbia Bar and a member of the 
firm of Hogan & Hartson, Washington, D. C. 

WILLIAM T. Pus, Jr. is a member of the District of Columbia and New York Bars 
and an associate of the firm of Hogan & Hartson, Washington, D. C. 

1 Among the more comprehensive, recent treatments of the subject, see Albrecht, 
“Dividends” and “Earnings or Profits,’ 7 Tax L. Rev. 157, 207-228 (1952); Molloy, 
Some Tax Aspects of Corporate Distributions in Kind, 6 Tax L. Rev. 57 (1950); 
Raum, Dividends in Kind: Their Tax Aspects, 63 Harv. L. Rev. 593 (1950) and in Pro- 
CEEDINGS OF NEw YorK University NINTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
(1951) ; Creary, Corporate DIsTRIBUTIONS IN KIND AND SALE OF Property BY SHARE- 
HOLDERS (Practising Law Institute, 1951). 
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ings and profits, would be payable by the stockholders (the balance of 
the value of the distributed property being applied against the basis 
of their stock or, if in excess thereof, taxed as capital gain). The 
Commissioner’s efforts to tax the corporation in a somewhat compara- 
ble situation, even where a sale of the distributed asset was in imme- 
diate prospect, had met inglorious defeat in the Cumberland Public 
Service case.” Although that involved a liquidating distribution, it seemed 
to cast grave doubt on the philosophy of decisions which had supported 
the Commissioner with respect to dividends in kind.* 

Nor had success attended the Commissioner’s efforts to impose divi- 
dend tax on the stockholders to the full extent of the appreciation in 
value, through the device of adding the appreciation to corporate earn- 
ings and profits even where it was not deemed realized as income taxable 
to the corporation.* Although the Commissioner maintained his non- 
acquiescences in the adverse decisions, he thereafter shunned the appellate 
courts, and the question began to appear reasonably well settled. Few 
listened seriously to a lone prophet, without honor even among his own 
people,> who advanced the novel theory that, even if earnings and profits 
were not deemed augmented by the distribution, any distribution which 
did not impair capital (as the distribution of the appreciation in value 
did not) was perforce a dividend, regardless of the amount of the sur- 
plus account before the distribution.® 

The first of the series of thunderbolts that jarred the complacency 
of the tax profession was the Lynch decision rendered by the Ninth Cir- 
cuit Court of Appeals in 1951.7 Although the language of the decision 
may have been broader than the case required, it served as a clear warn- 


2 United States v. Cumberland Public Service Co., 338 U.S. 451 (1950). 

8 Comm’r v. Transport, Trading & Terminal Corp., 176 F.2d 570 (2d Cir. 1949), 
cert. denied, 338 U.S. 955 (1950) ; Guinness v. United States, 73 F.Supp. 119 (Ct.Cl. 
1947), cert. denied, 334 U.S. 819 (1948). The cases involving anticipatory assignment 
of income by dividend present a special situation, as discussed in I. C. infra. 

#Comm’r v. Timken, 141 F.2d 625 (6th Cir. 1944) ; Jane Easton Bradley, 9 T.C. 115 
(1947) ; and many others. Again, an exception must be noted for a special situation 
(Comm’r v. Wakefield, 139 F.2d 280 (6th Cir. 1943) ), as discussed in II. A. 2. a. infra. 

5It was the end of 1951 before the Treasury formally espoused the theory which 
Treasury lawyer Leonard Raum had advanced some two years earlier (infra note 6). 

6 Raum, Dividends in Kind: Their Tax Aspects, supra note 1. A similar theory had 
been advanced by Whittaker, J., concurring in Guinness v. United States, supra note 3. 
The theory had also been discussed and rejected in Paul, Ascertainment of “Earnings or 
Profits” for the Purpose of Determining the Taxability of Corporate Distributions, 51 
Harv. L. Rev. 40 (1937), reprinted in Paut, SELEcTED StupIEs IN FEDERAL TAXATION 
149, 180 ff. (2d. ser. 1938). 

7 United States v. Lynch, 192 F.2d 718 (9th Cir. 1951), cert. denied, 343 U.S. 934 
(1952). 
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ing that the standard applied to liquidating distributions in the Cumber- 
land case * would not necessarily be applied to dividends in kind distrib- 
uted by a going concern, and that tax at the corporate level might be 
incurred if such a distribution was made in contemplation of a sale 
(whether or not previously negotiated). If corporate income were 
thereby realized, there would, of course, be earnings and profits on which 
to base a dividend tax as well. But it was still firmly believed that a 
distribution of appreciated capital, unconnected with a sale thereof, would 
not result in a taxable dividend in excess of the amount of current and 
accumulated earnings existing independently of such distribution.® 

Then, within the space of eleven days, in May, 1954, more thunder- 
bolts struck, as two courts of appeals, in the Godley and Hirshon cases,’® 
unqualifiedly approved the theory that a distribution that does not impair 
capital is taxable to the full extent of its value, if the earnings and profits 
cover its adjusted basis. Congress promptly stepped in and, for dis- 
tributions not consisting of “inventory,” restored (prospectively) the 
rule, as theretofore understood, that earnings and profits limit the tax- 
able amount of a dividend in kind;™ but it left in doubt the present 
status of the theory of the Lynch case.” 

Where, then, does the situation stand today? With respect to dis- 
tributions made prior to June 22, 1954, we must readjust our conceptions 
in the light of Godley, Hirshon, and Lynch—on which we may not yet 
have heard the last word from the courts.** With respect to later dis- 
tributions, an entirely new statutory scheme must be studied. 


8 Supra note 2. 

® The Tax Court flatly rejected the Raum theory (supra note 6) when it was pre- 
sented by the Commissioner in Estate of Ida S. Godley, 19 T.C. 1082 (1953). The 
House Ways and Means Committee, in proposing to adopt the rule that (except in the 
case of distributions of inventory) the taxable dividend should be limited to the amount 
of the earnings and profits, stated that it was merely clarifying prior law. H.R. Rep. No. 
1337, 83 Cong., 2d Sess. A94 (1954). 

10 Comm’r v. Godley’s Estate, 213 F.2d 529 (3d Cir. 1954), cert. denied Oct. 25, 1954; 
Comm’r v. Hirshon Trust, 213 F.2d 523 (2d Cir. 1954), cert. denied Oct. 25, 1954, 
followed in Oscar G. Thurlow v. United States, 5 CCH 99517 (N.D.Ala. 1954) ; Equi- 
table Securities Corp. v. United States, 5 CCH $9530 (M.D. Tenn. 1954). 

11].R.C. §312(a) and (b) (1954). However, the Senate Finance Committee rejected 
the Ways and Means Committee’s statement that the statute merely clarified the prior 
law, and the Finance Committee left that matter to be determined by litigation. SEN. 
Rep. No. 1622, 83 Cong., 2d Sess. 248 (1954). 

12 Cf, ILR.C. §311(a) (1954). See p. 55 infra. 

18 Congress may also take action to modify retroactively the result of the Godley and 
Hirshon decisions. To this end H.R. 9792 was introduced late in the 83rd Congress, but no 
action was taken thereon before Congress adjourned. A number of persons, including 
these writers, urged on behalf of clients that retroactive legislation of such nature be 


enacted. 
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I. REALIZATION OF INCOME BY THE DISTRIBUTING CORPORATION 


A. Tax RESULTING FROM THE DISTRIBUTION AS SUCH 


If a corporation sells property which has appreciated in value and dis- 
tributes the proceeds, the corporation realizes a taxable profit on the 
sale, and a second tax, at ordinary income rates (assuming the distribu- 
tion is not in partial or complete liquidation of the corporation), is 
incurred upon the distribution to the stockholder (to the extent of cur- 
rent and accumulated earnings and profits, augmented by the profit on 
the sale). On the other hand, where the corporation distributes the 
property itself in kind, the traditional view has been that not only does 
the corporation escape a tax on the appreciation but, in the absence of 
sufficient other earnings and profits, the stockholder too may escape tax; 
the property distributed takes a new basis in his hands equal to its then 
value, so that he may sell it without incurring taxable gain; ** and, while 
his basis for the stock in the corporation suffers a like reduction, that 
would result in taxable gain to him only when, if ever, he sells the stock, 
liquidates the corporation, or has withdrawn (free of dividend tax) more 
than the entire amount of his basis. 

For some twenty years the Treasury has been concerned over that 
situation, and has advanced one theory after another to remedy it. Its 
original approach was to attempt to put the corporation and the stock- 
holders in the same position they would have occupied if the corpora- 
tion had first made a sale of the property. The theory had its genesis 
in some early cases which held that, if the form of the dividend resolu- 
tion gives the stockholders a right to a cash distribution and the obliga- 
tion thus created is then satisfied through a transfer in kind, the corpo- 
ration realizes gain or loss on the transfer, just as if it had used property 
to satisfy any other debt.” The famous General Utilities case was tried 
below on that basis, but the then Board of Tax Appeals found that the 


14 W. G. Maguire & Co., 20 T.C. 20, 43 (1953), appeal dismissed, 7th Cir. 1954. 

15 The form of the resolution—naming an amount and then providing that it should be 
satisfied in property at its then value—had been deemed controlling in the questionable, 
unreviewed decision in Bacon-McMillan Veneer Co., 20 B.T.A. 556 (1930). Despite 
the Tax Court’s refusal in Smith Bros. Refinery Co., 5 TCM 17, 18 (1946) to say that 
that case has been overruled, it is clear from all subsequent decisions that the dividend reso- 
lutions will be read as a whole, and that the naming of a cash sum will have no effect if the 
resolution gives the stockholders no right to demand anything but property. General 
Utilities & Operating Co., 29 B.T.A. 934 (1934), rev'd but approved on this point, 74 
F.2d 972, 975 (4th Cir. 1935), rev’d, 296 U.S. 200 (1935) ; Columbia Pacific Shipping Co., 
29 B.T.A. 964 (1934), aff'd, 77 F.2d 759 (9th Cir. 1935) ; Natural Gasoline Corp., 21 T.C. 
439 (1953) (pending in 10th Cir.). At most, it seems that gain or loss would be realized 
only if, as in Callanan Road Improvement Co., 12 B.T.A. 1109 (1928), a cash dividend 
was declared, giving the stockholders a fixed right to cash, who later accepted property 
instead. Even that vestige of the rule may have died with the new law. See I. F. infra. 
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form of the dividend declaration created no obligation payable in cash.” 
In the Supreme Court *7 the Government for the first time gave the argu- 
ment a new turn, contending that all dividends are distributed in satisfac- 
tion of a general obligation to pay out earnings to shareholders, and 
that the use of appreciated property to meet that obligation causes a 
realization of profit, regardless of the form of the resolution. It would 
be futile for us to add a drop to the blood that has been shed by embattled 
commentators over whether the Supreme Court rejected that argument 
on its merits or merely dismissed it as having been raised too late.’® 
Suffice it to say that the courts with one voice have regarded the deci- 
sion as an authoritative rejection of the Government’s argument on the 
merits." And Congress has now rendered the question moot for the 
future, by declaring that, with specified exceptions,” “no gain or loss 
shall be recognized to a corporation on the distribution, with respect to 
its stock, of . . . property.” ** 


B. Errect oF CONTEMPLATED SALE BY DISTRIBUTEE 


That statutory mandate does not answer all the questions, however. 
Though gain cannot be taxed on the distribution, gain may still be taxed 
on the sale if it is deemed a corporate sale, although the sale is consum- 
mated by the stockholders.”* Therefore, if a sale follows closely upon 
a distribution of a property dividend, it remains open to the Commis- 
sioner to argue that the sale was made by the corporation through the 


16 29 B.T.A. 934 (1934). 

17 General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935). 

18 See PAUL, op. cit. supra note 6, at 170-173; Raum, supra note 1, at 597-599. Contra: 
Bierman, Corporate Distributions of Appreciated and Depreciated Property: Gain or 
Loss to the Distributor in ProckepiIncs oF NEw York University E1igHtH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 792, 797-798 (1950) ; Albrecht, supra note 1, at 210-213. 

19 Many cases are cited in Molloy, supra note 1, at 60 n.20. See also 7 A.L.R. 2d 750. 

20 Infra I. D. 

21 T.R.C. §311(a) (1954). 

22 Section 333(b) of the House bill, H.R. 8300, 83d Cong., 2d Sess. (1954), which was 
not enacted in that form, provided that the sale of an asset after it had been distributed 
in partial or complete liquidation should not be attributed to the corporation. The Ways 
and Means Committee Report (H.R. Rep. No. 1337, 83d Cong., 2d Sess., A108 (1954) ) 
pointedly stated that such inhibition on the attribution of a sale did not apply in the case 
of a dividend in kind, thus in effect construing section 308(a) of the House bill which, 
like section 311(a) as enacted, denied recognition of profit on the distribution of a 
property dividend. The Senate Finance Committee Report (Sen. Rep. No. 1622, 83d 
Cong., 2d Sess. 247 (1948) ), with specific reference to section 311(a), declares that it is 
not intended “to change existing law with respect to the attribution of income of share- 
holders to their corporations.” Although the example given is the First State Bank of 
Stratford case, infra note 43, involving the assignment of income principle (discussed 
infra), the Committee’s statement is broad enough to preserve the rule here under 
consideration as well. : 
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stockholders as a mere conduit.** That was the second major avenue 
by which the Commissioner attacked the present problem. Although 
rebuffed on this point in the General Utilities case ** (which involved a 
dividend), because this argument was raised too late, the Commissioner 
succeeded in the Court Holding Company case* (a liquidation case) 
and then suffered a severe setback in the Cumberland Public Service 
case ** (also involving a liquidation). 

This is not the place to review at length the highly artificial and for- 
malistic tests by which, under the last-cited decisions, it is determined 
whether a tax on a sale is incurred at the corporate level.** In brief, it 
was established under prior law that tax might be incurred by the cor- 
poration if negotiations on its behalf proceeded to an advanced stage, 
and the corporation then distributed the property to its stockholders, who 
acted as conduits to consummate the prearranged sale. But corporate 
tax might be avoided, in liquidation cases at least, if the stockholders, 
acting only for themselves, negotiated the sale of assets received or to 
be received by distribution from the corporation. Whereas Congress has 
now largely eliminated the problem in cases of complete liquidation by 
providing a procedure by which the initiated may avoid corporate tax 
even if a sale is made by the corporation before distribution of the prop- 
erty,”* the problem remains with respect to dividends in kind. 

It would be comforting if we could leave the matter at this juncture. 
The Cumberland case at least provided a rule that one could live with, 
artificial though it was. But the Lynch case,”® decided by the Ninth Cir- 
cuit Court in 1951, serves warnirig that a far more stringent rule may 


23 T.R.C. §337 (1954) provides a procedure by which tax may be avoided upon a 
corporate sale. Since it requires a plan of complete liquidation before sale, however, it 
will be of no assistance in the present situation. 

24 Supra note 16. 

25 Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

26 Supra note 2. 

27 See Mintz, Recent Developments Under the Court Holding Co. and Cumberland 
Public Service Co. Cases in Proceenincs oF New York UNIVERSITY ELEVENTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 873 (1953). 

287.R.C. §337 (1954). It remains to be seen whether the problem has been eliminated 
or merely moved back one step. Since the statute requires that the sale shall follow 
adoption of a plan of complete liquidation, will the Court Holding principle be applied 
where negotiations proceed to an advanced stage and the plan of liquidation is then 
adopted? The Ways and Means Report (H.R. Rep. No. 1337, 83d Cong., 2d Sess. 
A107 (1954) ) says negotiations prior to adoption of the plan do not prevent application 
of the relief provision; but the Finance Committee, which recast the provision in the 
form finally adopted (although, in this aspect, the language used is similar), inexplicably 
omitted that reassuring statement. 

29 Supra note 7. But cf. Ripy Bros. Distillers, Inc., 11 T.C. 326 (1948), which applied 
the conventional “prior corporate negotiations” test to a whiskey dividend and on that 
basis imposed no corporate tax. 
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be applied to distributions in kind by a going concern than the Cumber- 
land case had applied to a liquidation. The Lynch case involved a divi- 
dend distribution of an inventory of apples. There had been no prior 
negotiations for a sale of the apples, but the stockholders engaged the 
corporation to sell the apples for them in normal course. Confined to 
its facts, the Lynch opinion may mean no more than that the Court 
regarded the purported distribution as a mere paper transaction, after 
which the corporation itself sold the inventory in the normal course of 
its business.*° Nevertheless, the decision was rested on broader grounds, 
with disturbing implications. 

Emphasizing “the factor of the going concern,” the Court distinguished 
a dividend in kind from a liquidation such as Cumberland involved and 
declined to give effect to a distribution in kind by a going concern moti- 
vated solely by a desire to save taxes on a contemplated (but not previ- 
ously negotiated) sale. Although the Lynch case involved an inventory 
distribution, it relied heavily upon, and may have breathed new life into, 
the pre-Cumberland case of Commissioner v. Transport, Trading & Ter- 
minal Corp.,** which had applied like principles to a dividend distribution 
of a capital asset (stock of another corporation) in the expectation of an 
immediate sale, notwithstanding trial court findings that there was no 
prior commitment for a sale by the distributing corporation. 

Since the ultimate tax avoidance is the same whether a sale is in im- 
mediate contemplation or occurs long after the distribution, the Trans- 
port, Trading theory is not too solidly founded.** Nevertheless, in the 
case of any dividend in kind of property which is soon to be sold, the 
test of business purpose as against mere tax motivation presents a serious 
threat, even if a sale has not been prearranged or has been negotiated 
by the stockholders in their own names. 

That threat is clearest with respect to distributions which have occurred 
before June 22, 1954. How much of the Lynch and Transport, Trading 
principle survives the enactment of section 311(a) of the new Code will 
probably be learned only as decisions thereunder develop over a period 
of years. It could perhaps be argued that the application of those deci- 
sions is precluded (as to future distributions) so far as the cases go, 
beyond attributing to the corporation a sale which was, in substance, 


30 The Ninth Circuit Court has referred to its Lynch decision as involving “an attempt 
of a going concern to avoid a tax on the sales of its products by the ritual of a paper 
transfer of such products to shareholders as dividends, followed by sales of such products 
in the ordinary course of the corporation’s business.” Gensinger v. Comm’r, 208 F.2d 
576, 578-579 (9th Cir. 1953). 

31 Supra note 3. A very similar case is Guinness v. United States, supra note 3. 

82 An extended criticism of the Transport, Trading theory is found in Bierman, supra 
note 18, at 805-817. ‘ 
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made by it, for gain on the mere distribution cannot be taxed. Yet 
those decisions do not purport to tax the corporation on the distribution ; 
they disregard the distribution and attribute to the corporation a sale 
that was merely in contemplation. The courts were able to do that in 
the face of the General Utilities doctrine ;** they can do it as well, if 
they are so inclined, in the face of the statute, which merely confirms 
the General Utilities rule. Furthermore, the Senate Finance Committee 
Report declares that section 311(a) is not intended to change existing 
law “with respect to the attribution of the income of shareholders to 
their corporation.” ** Careful tax advisers, therefore, must continue to 
give consideration to the Lynch and Transport, Trading principle in any 
case where a dividend in kind is distributed with a view to a sale by the 
stockholders. 


C. DIsTRIBUTION OF “POTENTIAL INCOME” 


Even if one can avoid the rule of those cases, there remains another 
rule, applicable in a limited class of cases, which the Senate Finance Com- 
mittee specifically states the new law is not intended to change.® It 
is elemental in tax law that tax may not be escaped or shifted by an 
anticipatory assignment of income.**® A number of recent decisions have 
applied that principle to prevent a corporation from avoiding tax by 
distributing as a dividend its right to income for services rendered by 
it or to the income from property accrued or to be accrued while the 
corporation owned the property, even if the distribution occurs before 
the income is deemed realized -under the corporation’s accounting 
method.** That principle applies equally whether the corporation retains 
the income-producing property (merely assigning the income for a tem- 
porary period )** or transfers the property together with the right to the 
income theretofore earned thereon but not yet realized under the corpo- 
ration’s accounting method.*® In some cases the corporation will have 


33 See discussion of Committee Reports, supra note 22. 

34 See I. A. supra. 

35 Supra note 22. 

36 Helvering v. Horst, 311 U.S. 112 (1940); Lucas v. Earl, 281 U.S. 111 (1930). 

87 First National Bank of St. Elmo, Ill. v. United States, 194 F.2d 389 (7th Cir. 
1952) ; Rudco Oil & Gas Co. v. United States, 82 F.Supp. 746 (Ct.Cl. 1949). This 
principle is not confined to dividends but is extended to the distribution of such rights to 
income in liquidation. Floyd v. Scofield, 193 F.2d 594 (5th Cir. 1952) ; Standard Paving 
Co., 13 T.C. 425 (1949), aff'd, 190 F.2d 330 (10th Cir. 1951), cert. denied, 342 U.S. 860 
(1951) ; Jud Plumbing & Heating, Inc. v. Comm’r, 153 F.2d 681 (Sth Cir. 1946) ; Susan 
J. Carter, 9 T.C. 364, 373-374 (1947), aff'd on another issue, 170 F.2d 911 (2d Cir. 1948). 

38 Rudco Oil & Gas Co. v. United States, supra note 37. 

39 First National Bank of St. Elmo, Ill. v. United States, supra note 37. Cf. Austin v. 
Comm’r, 161 F.2d 666 (6th Cir. 1947), cert. denied, 332 U.S. 767 (1947). 
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nothing but a right to income and will not own the underlying property. 
In such a situation, while it could not escape tax on previously earned 
but unrealized income, it should be able to distribute the right to future 
income without incurring tax, since it would not be retaining the source 
of the income.*® However, if such an income right had been received 
as compensation for services, and if its value when received had not 
been taxed or taxable as such at that time,*’ it seems that its distribu- 
tion to stockholders would not relieve the corporation of tax when the 
income is collected by the stockholders.” 

In the highly controversial First State Bank of Stratford decision, the 
Fifth Circuit Court applied the “assignment of income” principle to the 
distribution to stockholders of debts, which had been previously deducted 
by the corporation as worthless but which had recovered in value and 
which the stockholders then collected.** The Court held that the debts 
lost their character as capital when they were made the basis for a deduc- 
tion, thus acquiring a zero basis, and that thereafter they were “poten- 
tial income,” the tax on the recovery of which could not be avoided by 
an assignment.** 

The potential income doctrine, the boundaries of which remain un- 
defined, raises some interesting questions. Would it extend, for example, 
to a distribution of inventory, even where the Lynch doctrine might 
be rendered inapplicable by the existence of a business purpose or by 
the absence of a contemplated early sale? * Although inventory rarely 
has a zero basis, except in the case of farmers using the cash basis of 


40 Cf. Blair v. Comm’r, 300 U.S. 5 (1937). 

41 If the right to income had been previously taxable but not reported, a question of 
estoppel would be presented. See Mintz and Plumb, Taxing Income in Years Not 
Realized under Doctrine of Equitable Estoppel in Mayor Tax Prosiems or 1954, Univ. 
oF So. Cauir. TAx INSTITUTE 481. 

42 Helvering v. Eubank, 311 U.S. 122 (1940). 

43 Comm’r v. First State Bank of Stratford, 168 F.2d 1004 (5th Cir. 1948), cert. 
denied, 335 U.S. 867 (1948). The Court held the corporation taxable not at the time 
of distribution but at the later date of collection (realization) by the stockholders and 
on the amount then collected rather than on the value when distributed. Cf. Anthony’s 
Estate v. Comm’r, 155 F.2d 980 (10th Cir. 1946). But see Comm’r v. Giannini, 129 F.2d 
638, 641 n. 1 (9th Cir. 1942). Compare Estate of H. H. Timken, 47 B.T.A. 494 (1942), 
aff'd, 141 F.2d 625 (6th Cir. 1944), where a debt which admittedly represented potential 
income was gratuitously assigned, not as a dividend, while it was uncollectible, unlike 
the situation in the Stratford case. It was held that no income resulted to the assignor 
either upon the assignment or upon its subsequent collection. Despite the factual dis- 
tinction, the conclusion seems contrary to the Stratford rule. 

44 See discussions of the case in Molloy, supra note 1, at 62; Tye, Corporate Distribu- 
tions—Some Current Trends, 4 Tax L. Rev. 459, 463 (1949); Bierman, supra note 18, 
at 802. 

45 It is understood in one case involving a distribution of whiskey inventory as a 
dividend that the applicable liquor regulations prevented an early oes of the inventory. 
That case did not go to a decision, however. 
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accounting, it is more nearly “potential income” than capital.** The 
Court which decided the Stratford case, however, has recently refused 
to extend the assignment of income doctrine to a gift of inventory, 
even when it had a zero basis; ** and the Court which decided Lynch 
has rejected, in a liquidation case, the theory that inventory was 
“potential income.” *® These cases confine the doctrine to income which 
has been earned by the distributor’s services or by property while it was 
owned by the distributor—in other words, tax cannot be avoided by 
severing the fruit from the tree on which it grew—and they decline to 
extend the rule to the distribution of appreciated assets which are them- 
selves the “trees” from which, by their sale, the income is to be realized, 
whether that “potential” income happens to be ordinary income or capital 
gain. On the other hand, the Tax Court, in a liquidation case, has 
cited both Stratford and Lynch as authority for applying the potential 
income theory to inventory (this seems to have been a dictum, however ).*® 

If the theory for which the Government contended in those cases were 
pursued to its logical conclusion, would the potential income theory 
be extended to a distribution of abandoned or fully-depreciated physical 
assets of a capital nature, which may have acquired a zero basis as a 
result of prior deductions against income? *° It is-understood that the 
present position of the Chief Counsel’s Office is that such assets remain 
capital assets on which capital gain is realized if the assets are salvaged 
and sold;** hence the assignment of income doctrine, even in its most 
extreme form, should not apply to a distribution of such assets. 


D. STATUTORY PROVISIONS FOR TAXING THE DISTRIBUTOR 


Aside from these court-made limitations on the general rule which 
has now been codified in section 311, the new law itself contains three 


46 The Commissioner has attempted to apply the principle to gifts of inventory (I.T. 
3932, 1948-2 Cum. Butt. 7; I.T. 3910, 1948-1 Cum. Butt. 15), without success. Campbell 
v. Prothro, 209 F.2d 331 (5th Cir. 1954) ; White v. Brodrick, 104 F.Supp. 213 (D.Kan. 
1952) ; Estate of W. G. Farrier, 15 T.C. 277 (1950). See Miller, Gifts of Income and of 
Property: What the Horst Case Decides, 5 Tax L. Rev. 1 (1949) ; Griswold, Charitable 
Gifts of Income and the Internal Revenue Code, 65 Harv. L. Rev. 84 (1951); Bittker, 
Charitable Gifts of Income and the Internal Revenue Code: Another View, 65 Harv. L. 
Rev. 1375 (1952) ; Griswold, In Brief Reply, 65 Harv. L. Rev. 1389 (1952). As applied 
to the present (dividend) problem, see Raum, supra note 1, at 603. A whiskey dividend 
was held not to result in income to the corporation in Ripy Bros. Distillers, Inc., 11 
T.C. 326 (1948), despite a planned sale by the stockholders. 

47 Campbell v. Prothro, supra note 46. 

48 United States v. Horschel, 205 F.2d 646 (9th Cir. 1953). Cf. Tom L. Burnett, 2 
T.C. 897 (1943). 

49 H. B. Snively, 19 T.C. 850 (1953). Cf. Eastern Carbon Black Co. v. Brast, 104 F.2d 
460 (4th Cir. 1939). 

50 See Griswold, supra note 46, at 89; Bittker, supra note 46, at 1381-1382. 
51 Cf. George J. Klevenhagen, 9 TCM 579 (1950). 
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express exceptions. The first is the long familiar rule that if the tax 
on gain from a sale has been deferred by election of the installment 
method of reporting, the distribution of the installment obligation as a 
dividend is deemed to realize the theretofore untaxed balance of the 
gain.” 

A new exception ® relates to corporations which use the LIFO 
method of keeping their inventories.°* Under the method the latest 
goods purchased are deemed those sold first, with the result that the 
basic stock of goods on hand will continue to reflect the prices of the 
earliest purchases. After a period of rising prices, there may be an 
accumulation of untaxed profit in that basic stock of inventory. In 
order to prevent escape of tax on that profit by means of a dividend in 
kind, it is provided that any inventory which has been valued on the 
LIFO basis must, when so distributed, be revalued under the standard 
method,*® and the excess of such value over the LIFO figure becomes 
taxable to the corporation upon the distribution. 

Although we have previously mentioned two non-statutory theories 
under which the entire excess of the value over the cost of inventory 
which is distributed might be taxed to the corporation,®® the fact that 
Congress made this express and limited provision for taxing a portion 
of such excess—a provision which would be unnecessary if those general 
principles applied—affords some basis for arguing that Congress did 
not understand or intend that corporations should be taxed on inventory 
distributions except to the extent so specified. We do not suggest, how- 
ever, that the argument be banked on too heavily in planning 
transactions.™* 

A further express exception is made for cases where a corporation 
distributes as a dividend property of whatever kind, which is subject to 
a debt or in connection with which the stockholders assume a corpo- 
rate debt, exceeding the corporation’s adjusted basis for the property.** 
In such a case the corporation is taxed (on capital gain or ordinary 


52 T.R.C. §453(d) (1954) ; Reg. 118, Sec. 29.44-5, example (2). 

53 T.R.C. §311(b) (1954). 

547. R.C. §472 (1954). 

55 If the LIFO inventory is kept under the “retail method,” the revaluation must follow 
like principles without benefit of LIFO. If that method is not used, the revaluation is 
based on cost or market, whichever is lower, either by identifying the particular items 
distributed or by applying the FIFO rule. 

56 See I. B. and C. supra. 

57 Cf. Dobson v. Comm’r, 320 U.S. 489, 504-6 (1943), and Helvering v. Clifford, 309 
U.S. 331, 337 (1940), in both of which it was held that the fact that Congress provided 
expressly for a narrow situation did not preclude application of a broader principle 
found in the general spirit of the law. 

58T.R.C. §311(c) (1954). 
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income, depending on the circumstances) as if it had sold the property 
for the amount of the liability or for the amount which the property is 
worth, if that is less than the debt and the stockholders do not assume 
the debt. Thus, if property is distributed which has an adjusted basis 
of $200, is worth $500, and is subject to a liability of $300, the corpo- 
ration will be taxed on a $100 gain. The excess of the value over the 
amount of the liability is a true dividend in kind ® and is not taxed to 
the corporation unless one of the other rules previously mentioned 
applies. 

The need for the foregoing provision arose from the fact that prior 
to its enactment a corporation may have been able to get the benefits of 
a distribution in kind (avoiding the tax on appreciation) while minimiz- 
ing the dividend to the stockholder and keeping a substantial part of 
the value in the corporation, through its borrowing of funds which the 
stockholder would repay from the avails of the property.™ 


E. BarGAIN SALES TO STOCKHOLDERS 


A sale to stockholders for less than the market valuc of the property 
is in essence a distribution in kind of the difference between the bargain 
price and the value.** To the extent that the bargain price exceeds the 
corporation’s basis, a gain is, of course, realized by the corporation, and 
if the market value is itself below the corporate basis, a loss may be 
realized to that extent (just as if the sale had been made at such value) ,®* 
subject to any applicable restrictions on deductions for capital losses 
and losses on sales to controlling stockholders.® No loss is sustained, of 
course, to the extent that the bargain price is less than the market value. 
And where the market value exceeds both the basis and the bargain 
price, the question whether there is a taxable gain to the extent that the 
value exceeds the higher of those figures depends on the same rules as 
those governing distributions in kind. 

Therefore, the General Utilities rule,** as now fortified by section 
311(a) of the new Code, would ordinarily prevent any gain to the cor- 


59 T.R.C. §301(b) (2) (1954) treats such net equity as the amount of the distribution 
to the stockholder, on which he is taxed if earnings and profits are sufficient. 

60 Compare Note, 6 Tax L. Rev. 319 (1951). Of course, if the stockholders assume 
the debt rather than merely take the property subject to the debt, the transaction would 
be pro tanto a sale, and the excess of the debt assumed over the basis would be taxable 
even under prior law. Cf. United States v. Hendler, 303 U.S. 564 (1938). 

81 Consideration of the problem from the stockholder’s side will be found in II. A. 4. 
infra. 

62 W. G. Maguire & Co., supra note 14, at 38. 
63 T.R.C. §§267 and 1211(a) (1954) ; I. R.C. §§24(b) and 117(d) (1) (1939). 
64 Supra I. A, 
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poration, except so far as the bargain price itself exceeds the basis,™ 
subject to the same exceptions previously discussed. Hence, the sugges- 
tion that a bargain sale of inventory to stockholders may be regarded as 
a realization by the corporation of the full value thereof, on the theory 
of anticipatory assignment of income, is found in one case.“* Likewise, 
if the stockholders buy corporate property at a bargain in the expecta- 
tion of an immediate resale by them, the principles of the Lynch and 
related cases might be applicable.” 

It has been suggested that when the parties cast the transfer in the 
form of a sale, they may open the door to the Commissioner, under 
former section 45 (section 482 of the new Code), to “allocate” to the 
selling corporation the realization of the full value rather than the lesser 
price fixed without arm’s length dealing.®* That theory may suffice to 
allocate to the corporation the gain realized by the stockholders on a 
contemplated resale ® (although in that respect it adds very little to the 
non-statutory theories already discussed). But if there is no such resale 
planned, it seems highly questionable that section 482 or its predecessor 
can be availed of to create income where none was realized by either 
party. In order for that provision to operate, there must be some realized 
income to be allocated.” 


F. DistrIBUTIONS TO STOCKHOLDERS AS CREDITORS 


Finally, it should be remembered that section 311(a) has no applica- 
tion to distributions to stockholders in a capacity other than as stock- 
holders. If a stockholder is himself a creditor and the distribution of 
property to him is in satisfaction of a debt, gain or loss will be realized 
by the corporation, as though the property had been sold to him.” 


65 V. U. Young, 5 T.C. 1251 (1945). See Stanley, Bargain Sales to Stockholders in 
PROCEEDINGS OF NEw YorkK UNIVERSITY E1GHTH ANNUAL INSTITUTE ON FEDERAL TAX- 
ATION 779, 787-788 (1950). 

66 Eastern Carbon Black Co. v. Brast, supra note 49. Compare I. C. supra. See 
criticism of the case in Stanley, supra note 65, at 788. 

67 T. B. supra. 

68 Molloy, supra note 1, at 78. See also Raum, supra note 1, at 604. 

69 Cf, Asiatic Petroleum Co. v. Comm’r, 79 F.2d 234 (2d Cir. 1935), cert. denied, 
296 U.S. 645 (1935). Query whether section 482 could be applied to attribute to the 
distributor a gain on a sale by the distributee which occurs within a reasonable time 
after the distribution but which was not even in contemplation when the distribution 
was made. 

70 Tennessee-Arkansas Gravel Co. v. Comm’r, 112 F.2d 508 (6th Cir. 1940); Smith- 
Bridgeman & Co., 16 T.C. 287 (1951). 

71 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A90 (1954); Sen. Rep. No. 1622, 83d 
Cong., 2d Sess. 247 (1954). Cf. Northern Coal & Dock Co., 12 T.C. 42 (1949). Loss 
would not be allowable, however, where the property had declined in value if the 
creditor-stockholder, directly or indirectly, owned more than 50 per cent of the stock, 
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There remains an unanswered question, however, whether section 
311(a) does away with the rule that started the whole thing, namely, 
the rule that corporate income or loss results if a dividend is declared 
in a form that creates a cash obligation which then is satisfied by a dis- 
tribution of property.” Although in such a case the stockholder becomes 
a creditor, it could now fairly be argued that, despite the intervening 
declaration of a dividend of specified amount, the property is distributed 
by the corporation “with respect to its stock” and that section 311(a) 
forbids recognition of gain or loss thereon. A corporation would be 
most unwise, however, to get into a situation that raises the question. 
If the property has appreciated, the corporation should avoid declaring 
a cash dividend before distributing property. And, if the property has 
declined in value, it can obtain the loss deduction more certainly by sell- 
ing the property, even if the proceeds or the purchaser’s obligation may 
later be distributed, than by attempting to frame a dividend declaration 
on the basis of which a loss may be realized and taking a chance that the 
rule still applies. 


Il. TAXABILITY TO THE DISTRIBUTEE 

A. DisTrIBUTIONS Prior TO JUNE 22, 1954 

The stockholders who receive a distribution in kind are taxed on the 
full fair market value of the property distributed, adjusted for liabilities 
attached thereto, if the earnings and profits of the corporation cover 
such value. Until May of 1954%* it was the general view—outside 
the Treasury and Justice Departments—that the negative of that proposi- 
tion was also true, namely, that if earnings were inadequate to cover the 
value, the taxable amount of a dividend in kind was no greater than 
the amount of the available earnings.” 


1. Effect of Distribution as Increasing Earnings and Profits 


Of course, if under any theory the distributing corporation is deemed 
to have realized income (as discussed in I. supra), that income becomes 
earnings and profits and, unless offset by current losses, will serve to 
augment the taxable amount of the dividend. It will be recalled, how- 


except that, if the stockholder-creditor is itself a corporation, the restriction applies only if 
one of the corporations was a personal holding company in the preceding taxable year. 
I.R.C. §267 (1954) ; I.R.C. §24(b) (1939). 

72 Supra note 15. 

73 This rule is the same under the old and new laws, except for a special exception 
in the new Code for stockholders which are themselves corporations. See II. B. 2. infra. 

74 That was when the thunderbolts struck. See note 10 supra. 

75 There were sporadic exceptions recognized in cases of questionable validity, dis- 
cussed in II. A. 2. a. infra. 
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ever, that under the two non-statutory theories (typified by the Lynch 
and Stratford cases),"* it is not the distribution itself but the subsequent 
sale or collection of income by the distributee that is the tax-realizing 
event."7 If that event occurs in the same year as the distribution, the 
corporate taxable income becomes earnings and profits to support the 
dividend, since the entire earnings of the current year are taken into 
account rather than only those realized up to the time of the distribution.*® 
But if the sale or collection of income which is attributed to the corpora- 
tion occurs in a year later than the distribution, that event will not create 
earnings in time to augment the taxable amount of the distribution. 
(This is not true, however, in the case of distributions on and after 
June 22, 1954.)” 

The real problems arise when there is no ground for attributing income 
to the corporation and the available earnings from other sources will 
not cover the value of the property distributed. At one time the Gov- 
ernment contended that whether or not the corporation realized income 
upon the distribution, earnings and profits were thereby augmented by 
the amount of the appreciation in value. It had long been established 
that in the absence of a distribution unrealized appreciation, even if re- 
flected on the books by reappraisal, is not added to eanings and profits; *° 
but it was contended that the act of distribution turned the appreciation 
into earnings and profits because it finally closed the transaction so far 
as the corporation’s connection with the property was concerned. The 
“earnings and profits’ concept is not tied closely to that of “taxable 
income’ since, for example, income which is wholly exempt from tax 
is added to earnings and profits." On the other hand, the concepts of 
realization and recognition of gain are as surely a part of the “earnings 
and profits” determination as they are in the determination of taxable 
income.** Therefore, the Government got nowhere in its argument that 


76 Supra notes 7 and 43. 

77 Supra note 43. 

78T.R.C. §316(a) (2) (1954) ; LR.C. §115(a) (1939). 

79 See note 148 infra. 

80 La Belle Iron Works v. United States, 256 U.S. 377 (1921) ; Chapman v. Anderson, 
11 F.Supp. 913 (S.D.N.Y. 1935). 

81 Reg. 118, Sec. 39.115(a)-2(b). See Albrecht, supra note 1, at 184-189. 

82 Income, whether taxable or not, does not become a part of earnings and profits 
until it is deemed realized under the method of accounting used by the taxpayer. Comm’r 
v. South Texas Lumber Co., 333 U.S. 496 (1948). Cf. Helvering v. Alworth Trust, 
136 F.2d 812 (8th Cir. 1943), cert. denied, 320 U.S. 784 (1943) (unallowable deduction 
for income taxes depletes earnings and profits of the year in which paid or incurred, 
depending on accounting method). Gain or loss on an exchange does not affect earnings 
and profits if non-recognition provision applies. I.R.C. §312(f) (1954); I.R.C. §115(1) 
(1939) ; Comm’r v. Wheeler, 324 U.S. 542 (1945). 
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earnings and profits were increased by the distribution. After losing 
the Timken case on this issue in the Sixth Circuit Court,§* the Commis- 
sioner dismissed pending appeals in other cases, although he continued 
for a time to litigate futilely in the Tax Court, non-acquiescing in each 
case but not appealing any. In recent years his arguments have expressly 
disclaimed reliance on any such theory. 


2. From Wakefield and Binzel to Godley and Hirshon 


a. Purchase of the property out of earnings. In one decision and 
one dictum, the Commissioner received the only encouragement he had 
had in this area prior to the present year. The Wakefield and Binzel 
cases * state the remarkable theory that if the asset distributed was pur- 
chased out of earnings and profits, that assct remains “earnings and 
profits” in its entirety, regardless of how much it appreciates in value, 
and a distribution thereof is per se a distribution of earnings. Empha- 
sis was thus shifted from the amount of earnings available at the time 
of the distribution to the amount on hand when the particular property 
was purchased, and (contrary to accounting principles) surplus was 
viewed as a separate group of properties on the asset side of the balance 
sheet.°* The theory never made headway and, in that form, seems to 
have disappeared from the Commissioner’s thoughts. It has been repu- 
diated in the Hirshon opinion by the Court which gave it birth.** 


b. Distribution as “out of earnings” where cost is covered. Though 
it may seem like “Hamlet without the Dane,” the Wakefield theory is 


*3 Numerous cases are cited in Molloy, supra note 1, at 70 n. 95. See also Comm’r v. 
Godley’s Estate, supra note 10, at 532. 

84 Comm’r yv. Timken, supra note 4, at 630. 

85 Comm’r v. Wakefield, 139 F.2d 280 (6th Cir. 1943) ; Binzel v. Comm’r, 75 F.2d 989 
(2d Cir. 1935), cert. denied, 296 U.S. 579 (1935). Although the latter case is generally 
regarded as the source of the theory, it was not there established by the taxpayer that 
earnings and profits from other sources were inadequate to cover the distribution, and 
that fact, sufficient in itself, was stated as an alternative ground of decision. See 
analysis of the case in PAUL, op. cit. supra note 6, at 174-176. 

86 In his arguments in reliance on the Wakefield principle, the Commissioner was not 
troubled by the problem of earmarking the assets which consisted of earned surplus; 
it was sufficient for him that earnings and profits existed at the time the distributed 
asset was purchased. The courts were not impressed. See Jane Easton Bradley, 9 
T.C. 115, 119-120 (1947). In the process of distinguishing Wakefield, the Tax Court 
produced some weird variations. For example, it was held that property which had no 
cost could not be said to have been purchased out of earnings and profits. Beach 
Petroleum Corp., 5 TCM 638, 642 (1946). 

87 Comm’r v. Hirshon, supra note 10, at 526. In his reply brief in the pending case 
of George M. Gross, T.C. Docket No. 46260 (discussed in III. infra), the Commissioner, 
in substance, repudiates the concept of earnings and capital as earmarked funds, on 
which he had successfully relied in the Binzel and Wakefield cases. 
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admittedly somewhat improved by eliminating its first premise.** In 
the novel theory which the Treasury finally embraced less than three 
years ago, after two years of encouragement by Leonard Raum,*® and 
which has now been approved by the Second and Third Circuit Courts 
in the Hirshon and Godley cases,” the relationship of the distributor’s 
cost (or other basis) to current and accumulated earnings available in 
the year of distribution, not at the time of purchase, is controlling. In 
other respects the theory is founded on Wakefield. In essence, the 
contention is that a distribution which does not impair book capital is 
necessarily a dividend, and the distribution of increment in value of assets 
does not impair paid-in capital because such increment was never on 
the books or, if written up on the books, was balanced by a surplus 
account. In squaring that theory with the statute, the Treasury has 
taken two alternative approaches. 

The original rulings on the new theory in 1952 took the “other income” 
approach, relying on section 22(a) of the old Code.** It was argued 
that if the distribution of the amount of the appreciation was not a 
dividend under old section 115(a) because not out of earnings and 
profits and yet was not exempt from tax under section 115(d) because 
it was not a “distribution from capital,” it fell entirely outside the scope 
of section 115 and, therefore, within the broad sweep of section 22(a).* 
The difficulty with that approach is that old section 23(e) prescribed 
that “distributions by corporations’”—without exception—shall be taxa- 
ble as provided in section 115.** Clearly, section 115 was intended by 
Congress to cover the entire field of corporate distributions, and no gap 
was intended to be left to be filled by section 22(a) ; nor is there a gap, 
if section 115(d) is read as a whole, apart from its misleading caption. 

Section 115(d) prescribes the treatment of “any distribution” which 
is not out of pre-1913 appreciation “and is not a dividend.” ** Thus, 


88 See Estate of Ida S. Godley, 19 T.C. 1082, 1089 (1953); Albrecht, supra note 1, 
at 223. 

89 See notes 5 and 6 supra. 

90 Supra note 10. 

91 Now I.R.C. §61 (1954). References to the old Code will be used in this part of the 
discussion, since the Hirshon and Godley theory affects only distributions governed by 
the old Code i.e., those made before June 22, 1954. 

92 Compare the similar argument successfully made in Helvering v. Clifford, 309 U.S. 
331 (1940). 

93 Section 23(e) is a substantive provision and is not in the form of a mere cross- 
reference which, under I.R.C. §2 (1939), would be given no legal effect. 

94 T.R.C. §115(d) (1939) read in part: 


“Sec. 115. Distrisutions By CORPORATIONS. ... ; 
(d) Other Distributions From Capital—If any distribution made by a corporation 
to its shareholders is not out of increase in value of property accrued before March 1, 
1913, and is not a dividend, then the amount of such distribution shall be applied against 
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with a single specific exception, that subsection covers every corporate 
distribution which does not fit the dividend category (i.e., is not out of 
earnings and profits), including a distribution of post-1913 appreciation. 
The subsection is captioned Other Distributions from Capital, but the 
law cautions us to give no legal effect to such “descriptive matter relat- 
ing to the contents.” *° It has never been doubted, for example, that 
section 115(d) covers, in spite of its caption, a distribution from surplus 
accumulated before March 1, 1913, although no impairment of capital 
is there involved.* 

By the time the new theory reached the litigation stage, the “other 
income” approach had been relegated to the status of an alternative 
argument. It was rejected by the Tax Court *? and was not even relied 
upon in the Government’s appeal, at least in the Hirshon case.*® Never- 
theless, the Commissioner has reserved it as an alternative argument in 
pending cases.*° 

The present primary position of the Treasury, which was approved 
by the Circuit Courts of Appeals in the Hirshon and Godley opinions, fol- 
lows the approach taken by Leonard Raum and relies squarely on old sec- 
tion 115 and not on section 22(a). Subsections (a) and (b) of section 
115?” are regarded as defining or fixing the character of the distribution 


and reduce the adjusted basis of the stock provided in section 113, and if in excess of 
such basis, such excess shall be taxable in the same manner as a gain from the sale or 
exchange of property... .” 

95 See section 6 of the Act which enacted the Internal Revenue Code of 1939, 53 Srart. 
(Part 1) la. A caption of a subsection was given effect as restricting the statutory 
language in Estate of James W. Flanagan, 18 T.C. 1241 (1952), but in that case the 
Court’s interpretation was strongly supported by the legislative history. In this instance, 
the Regulations have always been to the contrary. Nevertheless, while not adopting 
the Gove nment’s “other income” theory, the Second Circuit Court in the Hirshon 
decision, supra note 10, at 528, construed section 115(d), on the basis of its caption, as 
limited to distributions impairing capital. 

96 Reg. 118, Sec. 39.115(d)-l1(a) and (b). The Regulation section bears an apter 
caption than the statutory subsection, namely, “Distributions other than a dividend.” 

97 Estate of Ida S. Godley, 19 T.C. 1082, 1092 (1953). 

98 Comm’r v. Hirshon, supra note 10, at 526. The Court seemed gratuitously to re- 
ject the argument even though it had not been made. It said, “No contention is made 
here that the Southern Production stock constituted ‘income’ to Southern’s shareholders 
otherwise than as a ‘dividend.’ Section 22(e) provides that corporate distributions 
are taxable to the shareholders as provided in §115.” 

99 Commissioner’s brief in Harry Handley Cloutier, T.C. Docket No. 47445, and 
related cases. 

100 T.R.C. §115(a) and (b) (1939) reads in part: 

“(a) Derrnition or Divipenp.—The term ‘dividend’ when used in this chapter... 
means any distribution made by a corporation to its shareholders, whether in money or 
in other property, (1) out of its earnings or profits accumulated after February 28, 1913, 
or (2) out of the earnings or profits of the taxable year (computed as of the close of 
the taxable year without diminution by reason of any distributions made during the 
taxable year), without regard to the amount of the earnings and profits at the time the 


distribution was made... . : vA ivt 
“(b) Source or Distrrputions.—For the purposes of this chapter every distribution 
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from the standpoint of the corporation. If a distribution is “out of 
earnings or profits,” as it is presumed to be to the extent that there are 
earnings or profits, then it is a dividend; and since (it is argued) only 
the adjusted basis of the property comes out of surplus,’ such a dis- 
tribution is entirely “out of earnings” if earnings suffice to cover such 
adjusted basis. Once it is established that the distribution is a dividend, 
we turn, under this theory, to section 115(j) to determine the amount 
taxable to the stockholder." That subsection prescribes that a dividend 
paid in property shall be taxable at its market value; and thus, goes the 
theory, since section 115(a) has already fixed its character as a dividend, 
it is not necessary again to look to earnings and profits to see if they 
cover this taxable amount. 


c. Reduction of earnings by cost or value of appreciated property. 
The point that the Godley and Hirshon opinions drive home is the 
importance of the premise that from the corporation’s standpoint only 
the adjusted basis is charged against earnings and profits. Once that 
major premise is established, the courts proceed logically, if perhaps not 
inevitably, to their conclusion that a distribution which, when charged 
in that way, does not exhaust earnings is entirely “out of earnings.” 
What has not universally been realized by the opponents of the Raum 
theory is that if they grant that premise they have gone far toward 
conceding the case.* 

Let us then test the major premise of the new thory. Precedents can 
be found for charging either the adjusted basis or the market value 
against earnings.** The view that only the cost (adjusted basis) should 


is made out of earnings or profits to the extent thereof, and from the most recently 
accumulated earnings or profits. ...” 

101 See II. A. 2. c. infra. 

102 T.R.C. §115(j) (1939) provided: 

“(j) VaLuation oF Diviwenp.—If the whole or any part of a dividend is paid to a 
shareholder in any medium other than money the property received other than money 
shall be included in gross income at its fair market value at the time as of which it 
becomes income to the shareholder.” 

103 Albrecht and Molloy (supra note 1) saw the necessity of arguing for a charge of 
market value against earnings, but Bierman (Corporate Distributions of Appreciated and 
Depreciated Property: Some Tax Consequences of Dividends in Kind in ProceepINncs 
or New York University Ninth ANNuAL INSTITUTE ON FEDERAL Taxation 1053, 
1057-1058 (1951)) approved a charge of cost against earnings yet did not follow that 
premise to Raum’s conclusion. The Tax Court also declined to see the logical con- 
nection and rejected the Raum theory, although conceding, at least arguendo, the 
premise that cost is the proper charge. Estate of Ida S. Godley, 19 T.C. 1082, 1091 
(1953). Cf. Beach Petroleum Corp., 5 TCM 638, 643 (1946). Congress, in enacting 
LR.C. §312(a) (1954), also failed to see the inconsistency, with the strange results 
discussed in II. B. 1. b. infra. 

104 The earlier Tax Court cases held that the market value of appreciated property 
should be charged to earnings when it is distributed. National Carbon Co., 2 T.C. 
57 (1943) ; John H. Acheson, 3 TCM 1242 (1944); Charles R. McLean, 3 TCM 1174 
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be charged to earnings is based on a balance sheet approach. In Raum’s 
now classic example,’® if a corporation with $100,000 of paid-in capital 
and $12,000 of earned surplus distributes property with a book value 
(basis) of $10,000 and a market value of $15,000, each side of the 
balance sheet will be reduced by only $10,000, and there wil! be $2,000 
of book surplus left. Plainly, the theory is, if market value is charged 
against earnings (to the extent thereof), zero earnings and profits will 
remain, a result patently at variance with the surplus remaining on the 
books. 

It is elementary, however, that book surplus has no necessary relation- 
ship to “earnings and profits.” The latter, for example, survive the 
capitalization of book surplus by a stock dividend, recapitalization, or 
other reorganization. More pertinent for our purposes, however, is 
the fact that earnings and profits may be decreased by distributions 
which leave book earned surplus intact. If a corporation distributes to 
shareholders its paid-in surplus when such surplus is no longer needed, 
book earned surplus is left unimpaired; yet the law conclusively pre- 
sumes for tax purposes that the distribution comes from earnings and a 
dividend tax is imposed.’ If a corporation reduces the par value of 
its stock and distributes the amount of the reduction, book surplus is 
unimpaired, yet a dividend tax is imposed.’ If a corporation redeems 
a portion of its stock, pro rata under circumstances making it essentially 
equivalent to a dividend,’ book surplus is unaffected. Would anyone 
contend, in these situations, that the amount taxed as a dividend should 
not be charged against earnings, merely because after the distribution 
the book surplus remains the same as before? Would anyone contend 


(1944) ; Herbert G. Hanan, 3 TCM 670 (1944). But when the question arose in a 
case where property was distributed which had declined in value, it was held that since 
the investment was gone the adjusted basis rather than the present value should be 
taken out of earned surplus. R. D. Merrill Co., 4 T.C. 955 (1945). Cf. Reynolds 
Spring Co. v. Comm’r., 181 F.2d 638 (6th Cir. 1950), cert. denied, 340 U.S. 821 (1950). 
The Tax Court then, by dictum, disregarding the earlier authorities, applied the Merrill 
rule to a distribution of appreciated property. Beach Petroleum Corp., supra note 103. 
The Circuit Courts of Appeals in the Godley and Hirshon cases, of course, accepted 
the latter view. 

105 Raum, supra note 1, at 607-611. The example was adopted by the Circuit Court 
of Appeals in the Godley case, supra note 10. 

106 Stock dividend: I.R.C. §312(d) (1954); I.R.C. §115(h) (1939) ; Long v. Comm’r, 
155 F.2d 847 (6th Cir. 1946), and cases cited. Reorganization: Comm’r v. Munter, 331 
U.S. 210 (1947); Comm’r v. Sansome, 60 F.2d 931 (2d Cir. 1932), cert. denied, 287 
U.S. 667 (1932). 

107 Leland v. Comm’r, 50 F.2d 523 (1st Cir. 1931), cert. denied, 284 U.S. 656 (1931). 

108 Sheehan v. Dana, 163 F.2d 316, 319 (8th Cir. 1947) ; Beretta v. Comm’r, 141 F.2d 
452, 455 (Sth Cir. 1944), cert. denied, 323 U.S. 720 (1944); Wilcox v. Comm’r, 137 
F.2d 136, 139 (9th Cir. 1943). 

109 T.R.C, §302 (1954) ; ILR.C. §115(g) (1939). 
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that such book surplus remains fully available for additional taxable 
dividends? 

The fact is that the conclusive presumption established by old section 
115(b) (now section 316(a)) inevitably results in differences between 
book surplus and statutory earnings and profits. Congress intends that 
the first distributions made, however they may be treated on the corpo- 
rate books, shall be taxed as dividends and shall pro tanto exhaust earn- 
ings and profits; correlatively, therefore, after earnings and profits have 
been exhausted for tax purposes by distributions which were charged 
to capital on the books, it is intended that book earned surplus may be 
distributed without again resulting in dividend tax. Similarly, in the 
Raum example, although book earned surplus would be charged only 
with $10,000 and there would remain $2,000 of book surplus, the fact 
is that not less than $12,000 would have been taxed to the stockholders 
($15,000 under the Raum theory). Since they would already have paid 
tax on an amount equal to every doilar which the corporation ever real- 
ized as earnings, is there any justification for leaving $2,000 of undis- 
tributed earnings for tax purposes available for additional taxable divi- 
dends, irrespective of the existence of a book surplus of $2,000 remaining ? 

No doubt it will be asserted that the foregoing analogies are imperfect, 
in that each of them involves a distribution impairing book capital, 
whereas a distribution of appreciated property in kind impairs, to the 
extent of the appreciation, neither book capital nor book surplus. Here 
we come to the fundamental error in the Treasury theory. As expressed 
by Leonard Raum, it is that “A corporation has only two sources out 
of which it can make a distribution—its paid-in capital and its earned 
surplus. It follows that if a distribution is not out of capital, it must 
be out of earned surplus and is therefore a dividend.” **° The fact is 
that the corporation, in the situation we are considering, has a third 
source from which to make the distribution, namely, the appreciation 
in value of its assets—a very real asset itself, although invisible on the 
balance sheet. The distribution takes that asset from the corporation, 
and section 115(j) charges the stockholder with receiving it at its full 
value (at least to the extent of earnings and profits, and, on the Treasury 
theory, irrespective of the amount of earnings and profits). Although 


110 Raum, supra note 1, at 608. The premise that there are only two possible sources 
for distribution leads just as easily to the opposite conclusion. In Comm’r v. Timken, 
supra note 4, at 630, it was held that a distribution of appreciated property by a 
corporation without earnings must come from capital because the corporation “had 
nothing else out of which it could make the distribution.” See also Jane Easton 
Bradley, 9 T.C. 115, 119 (1947). In the Hirshon opinion, supra note 10, at 529, it was 
recognized that the appreciation was “out of” neither earnings and profits nor capital, but 
the Court held the distribution thereof to be a dividend nonetheless. 
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the distribution from that third source, unrealized appreciation, did not 
affect earned surplus from a corporate standpoint, it is presumed by the 
tax law that it came first from earnings and profits. That being the 
case, earnings and profits (to the extent thereof) should be charged 
with the full amount of the value which the corporation gave up and on 
which the stockholder was taxed. 

The traditional view, limiting the tax to the amount of the earnings 
and profits, if that is less than the value of the distribution and charging 
earnings with the full amount taxed to the stockholders, comports with 
what reasonably appears to have been the intention of Congress, if 
strained semantic arguments about the inter-relationship of statutory 
provisions are set aside. Under that view, every dollar of realized cor- 
porate earnings becomes the basis for a dividend tax. If a book surplus 
remains after the distribution, it is only because an asset (appreciation 
in value) has been distributed which was not chargeable to surplus on 
the books but which was deemed for tax purposes to be first out of 
earnings, and any resulting later exemption of a distribution of book 
surplus merely balances the prior taxation of a distribution out of other 
than book surplus. There is no reason to believe that Congress intended 
that a dividend tax at ordinary rates be incurred on mere unrealized 
appreciation in the value of an asset in the hands of the corporation. 
If such a tax is appropriate, it is only with respect to distributions of 
assets which it was the corporation’s ordinary business to sell for profit 
and which it distributes in kind instead.’* We shall see presently that 
for distributions on or after June 22, 1954 Congress has expressed its 
intention to tax dividends from unrealized appreciation only in the case 
of such “inventory assets” (unless, of course, earnings from other sources 
cover the value of the distribution) .?” 


d. Effect of inadequacy of earnings to cover cost. Consider now the 
ramifications of the rule of the Godley and Hirshon cases, if such rule 
shall ultimately prevail for distributions before June 22, 1954. There 
has been a great deal of misunderstanding about what the result would 
be under the Treasury theory, if there are earnings and profits insuff- 
cient to cover the adjusted basis of the asset or no earnings and profits 
at all. The Treasury, understandably, tried the best cases first (where 
earnings covered the full cost), so that the decisions do not reveal its 
position on cases where earnings are insufficient. 

The view has been expressed that if earnings cover only a fraction of 
the cost, that fraction of the dividend is “out of” earnings, and a pro 
rata portion of the appreciated value will be taxed; and that if there 


111 See Raum, supra note 1, at 603. 
112 Jnfra II. B. 1. a. and b. 
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are no earnings, none of the distribution can be taxed.%* Whatever 
the semantic support for such a result, its effects would be indefensible. 
Thus, if a corporation having accumulated earnings of $250,000 and 
no current earnings, distributed assets having an adjusted basis of 
$500,000 but worth $2,000,000, the pro rata theory would tax half the 
value, or $1,000,000; but if a cash distribution of $125,000 had been 
previously made, that would render another quarter of the distribution, 
or $500,000, non-taxable; and if all the $250,000 earnings had first 
been distributed, the entire $2,000,000 would be tax-free.*'* 

Alternatively, it has been suggested that the logic of the Raum theory 
leads to the view that even $1 of earnings would serve as the catalyst 
to precipitate the operation of section 115(j), 2.e., the distribution would 
be in part “out of earnings or profits,” and section 115(j) would then 
tax it at its market value less the capital impairment (cost less $1). 
That theory, of course, would produce even more indefensible results, 
for a difference of $1 in earnings could make the difference (in the ex- 
ample last stated) between taxing the entire appreciation of $1,500,000 
(plus $1) and taxing nothing at all! 

Although the Commissioner has at times tendered the pro rata theory 
to the Tax Court as an alternative or compromise solution,’’® that has 
never represented his primary position. In pending cases the Commis- 
sioner is contending that the entire value of the assets distributed, less 
the resulting impairment of book capital, is “out of earnings and profits” 
and taxable under section 115(j).77 

The most difficult case arises when the distributing corporation has 
neither current nor accumulated earnings and profits. Here the Treasury 
theory that the distribution is “out of earnings and profits” breaks down. 
If there are no earnings available at all, how can it be said that the dis- 
tribution is to any extent “out of earnings or profits” in order to make 
it a dividend, as section 115(a) requires? *® And if it is not a dividend 


113 10 Tax BAROMETER {871 (May 22, 1954) and 9961 (June 5, 1954). 

114 Note that the stated effects of a precedent distribution would occur in that manner, 
only if the cash distribution occurred in a prior year or if there were no current 
earnings. In allocating current year’s earnings among distributions, all those during 
the year are considered together rather than in the order in which they occurred. Reg. 
118, Sec. 39.115 (b)-1(b). 

115 Albrecht, supra note 1, at 223. That was Raum’s own recommended solution 
supra note 1, at 610 n. 56. 

116 See Paulina Dupont Dean, 9 T.C. 256, 264 (1947); Walter B. Congdon, 3 TCM 
516 (1944). See the Commissioner’s brief in Harry Handley Cloutier, T.C. Docket No. 
47445, and related cases. The pro rata theory is discussed but rejected in Raum, supra 
note 1, at 610 n. 56. 

117 Harry Handley Cloutier, supra note 116, and related cases. 

118 Comm’r v. Timken, supra note 4. In distinguishing the Timken case and not 
repudiating it (this of course, was unnecessary in the case before it), the Second Circuit 
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to any extent, how can section 115(j) apply to it? Despite the absence 
of his major premise, however, the Commissioner with remarkable facility 
has turned to his use two statements from the Hirshon opinion, taken 
out of context, to support his view that every distribution that does not 
impair capital is perforce a dividend.“*® He is contending in pending 
cases that only the amount of the adjusted basis of property distributed 
by a deficit corporation further impairs capital, and that the amount of 
the appreciation does not impair capital and is thus taxable as a divi- 
dend.’*° He quotes a sentence from the Hirshon opinion reading: 

The appreciated value of the Southern Production stock was not, nor was 
it required to be, a distribution “out of” Southern’s earnings or profits— 
it was simply a distribution of that appreciation which was not a part of 
Southern’s earnings or profits or of its capital.1*4 
But the Commissioner ignores the fact that that statement followed from 
and was wholly dependent upon the Court’s view that the “nature” of 
the distribution was fixed by the fact that the earnings covered the cost, 
and the distribution was, therefore, “out of” earnings, as section 115(a) 
required. The quoted statement gives not the slightest support for the 
view that the appreciation can be a dividend, where no part even of the 
cost is “out of’ earnings. 

The Commissioner quotes another sentence reading: 


However, we think that §115(d), as its caption “Other Distributions from 
Capital” indicates, is rather designed to subject to capital gains taxation those 
distributions which have left the capital of the corporation impaired.'*? 


That view, if valid, is at most a negative support for the Commissioner. 
It removes an adverse argument but supplies nothing affirmative. The 
affirmative support must be found in section 115(a) or section 22(a). 
The Commissioner does not show how a distribution in kind by a deficit 


Court said in the Hirshon opinion, supra note 10, at 526, that Timken was a case where 
“the cost of the property distributed was not covered by any earnings and profits (which 
had been exhausted by prior cash dividend distributions), and in effect constituted a 
distribution of capital.” 

119 See the Commissioner’s brief in Michael Erburu, T.C. Docket No. 51137, involving 
a distribution of appreciated stock of Bank of America by Transamerica Corp., which had 
a deficit in both accumulated and current earnings. 

120In one respect the Treasury’s present theory is harsher than the one it advanced 
unsuccessfully in the Timken line of cases, supra note 84. In the latter, he added the 
appreciation to earnings, and the current year’s loss was thus offset against it (as if the 
property had been sold and the proceeds distributed). But under the present theory, 
the entire amount of the appreciation becomes a taxable dividend, without offset for 
current operating losses, and the parties are in a worse position than if the asset had 
been sold by the corporation. However, future cash distributions may cause the two 
theories to balance out, for the present theory leaves the current loss untouched as a 
deficit for future reference, while the older theory absorbed such loss. 
121 Comm’r v. Hirshon, supra note 10, at 529. 
122 bid. at 528. 
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corporation can to any extent be “out of” earnings, or how section 115(a) 
can be satisfied without that. So, no matter how he labels it, he is 
forced back on the discredited “other income” (section 22(a)) argument 
which was abandoned by the Government in the Hirshon case itself.’** 


e. Basis of stock, where a dividend in kind has escaped tax in a closed 
year. Is the theory in the Godley and Hirshon cases a two-edged sword 
which may be used against the Government? Under the rules that were 
applied by the courts before those decisions, many distributions in kind 
were treated as return of capital, whereas the new decisions would 
treat them as taxable dividends. Can a taxpayer, who paid no tax on 
such a distribution, now sell the stock and claim that the original basis 
is intact because the distribution, under the Godley and Hirshon deci- 
sions, was not considered a return of capital after all? 

If the status of the dividend was previously litigated, the taxpayer 
may now be estopped by the judgment to question the resultant reduc- 
tion of basis.** If the issue was not litigated previously, the taxpayer 
will probably be able to rely on Godley and Hirshon, and to avail himself 
of his basis, unreduced by the amount which he had treated as return 
of capital, despite any effort the Commissioner may make to estop him 
from changing his position on a question of law.’*° The taxpayer 


123 Supra note 98. 

124 The previous determination that the dividend was a tax-free return of capital 
would ordinarily be res judicata in a case involving the effect thereof on basis. Cf. 
Tait v. Western Maryland Ry. Co., 289 U.S. 620 (1933); Jones v. Trapp, 186 F.2d 951 
(10th Cir. 1950). Possibly, relief from the effect of res judicata could be obtained 
under the doctrine of Comm’r v. Sunnen, 333 U.S. 591 (1948), which held that an 
intervening decision changing the applicable legal principles creates a new situation. 
That view had been applied in Henricksen v. Seward, 135 F.2d 986 (9th Cir. 1943), 
where the intervening decision was that of the Circuit Court of Appeals, not of the 
Supreme Court. If the previous judgment was entered by consent rather than a decision 
on the merits, relief may be obtained under the rule of United States v. International 
Bldg. Co., 345 U.S. 502 (1953). It remains to be seen, however, whether either of those 
exceptions, which have been applied to permit a party to renew a contention in which 
he failed before, would be extended to permit him to take a position opposite to that in 
which he succeeded before and thus obtain a double benefit. In such a case, res judicata 
would be fortified by strong equitable considerations. Cf. Ernest Strong, 7 T.C. 953 
(1946). 

125 Comm’r v. Saltonstall, 124 F.2d 110 (1st Cir. 1941) (“sale” of building for $900,- 
000, with 198-year lease of land, was reported as a sale but later held to be a lease with 
$900,000 advance rent; basis for depreciation may not be reduced by such rent which 
was excluded from income as sale proceeds by mistake of law); Bauman v. United 
States, 106 F. Supp. 384 (E.D.Mo. 1952) (redemption of debentures of “thin” corpora- 
tion had been treated as return of capital but now claimed to have been a dividend under 
old ILR.C. §115(g) ; Court agrees and holds that previous omission was not a representa- 
tion to the contrary, and Commissioner cannot reduce basis by estoppel) ; Amphitrite 
Corp., 16 T.C. 1140 (1951). But cf. Akron Dry Goods Co., 18 T.C, 1143 (1952). A 
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would ordinarily be ill-advised to attempt such inconsistency, however, 
for a decision allowing him the full basis would cause the reopening of 
the closed year and the taxation of the dividend at ordinary income tax 
rates, plus, perhaps, many years’ interest.’*° 


3. Reduction of Earnings by Cost or Value of Depreciated Property 


A variation of the foregoing problems is presented where the property 
distributed has a market value less than its adjusted basis. In such a case 
there is no question that only the lesser of market value or available 
earnings may be taxed; *** there is no fund of “appreciation” to confuse 
the issue. The problem arises, however, with respect to the charge which 
should be made against earnings and profits available for future dis- 
tributions. In R. D. Merrill Co.*** the Tax Court held that earnings 
and profits should be charged, not with the market value of $202, which 
had been taxed to the shareholders, but with the full adjusted basis 
($77,316.77), on the theory that the latter was the corporation’s invest- 
ment in the property and it had all left the corporation. At least one 
opponent of the Treasury theory has been content to accept the benefits 
of that decision *** as applied to property which had declined in value, 


further factor preventing estoppel is that no revenue will be lost by allowing the 
unreduced basis, since I.R.C. §1312 (former §3801) will reopen the prior year. See 
note 126 infra. Greenwood Packing Plant v. Comm’r, 131 F.2d 787 (4th Cir. 1942). 
126 Under former I.R.C. §3801(b) (5), the Commissioner would probably have been 
unable to reopen the year of the dividend in these circumstances. That provision operated, 
where there was a determination of the basis of property, to reopen a year in which 
there had been a prior omission of income with respect to “any transaction upon which 
such basis depends.” The determination that the prior dividend was not a return of 
capital establishes that basis does not depend on it in any way. Hence, I.R.C. §3801(b) (5) 
does not reopen the dividend year. Maguire, Surrey, and Traynor, Section 820 of the 
Revenue Act of 1938, 48 Yate L. J. 719, 765-6 (1939) ; Mintz and Plumb, supra note 41, 
at 555. That defect in the law has been corrected by section 1312(6)(A) of the new 
Code, which reopens years in which there was an erroneous omission, not only in a 
transaction on which basis depends, but in “any transaction which was erroneously 
treated as affecting the basis” (which includes treating any taxable receipt as return of 
capital.) H.R. Rep. No. 1337, 83d Cong., 2d Sess. A293 (1954) ; Sen. Rep. No. 1622, 83d 
Cong., 2d Sess. 448 (1954). It applies wherever a determination of basis becomes 
final after November 14, 1954 (90 days after the effective date of the new Code), even 
if the prior omission of the dividend occurred as far back as 1932. I.R.C. §§1314(d), 


1315(a) (1954). 

127 T.R.C. §115(j) (1939). 

128 4 T.C. 955 (1945), accord, W. G. Maguire & Co., supra note 14, at 39-40. 

129 We do not imply that the Merrill theory is always beneficial to taxpayers. In an 
excess profits tax case a corporation may be adversely affected by a reduction of its 
earnings and profits in its invested capital base. Cf. Reynolds Spring Co. v. Comm’r, 
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while rejecting its application to distributions of appreciated property 
and its implications as the crux of the present Treasury position.*° The 
Merrill theory has a certain appeal, for it is true that the balance sheet 
has been impaired to the extent of the full adjusted basis of the prop- 
erty. But an actual impairment of corporate asset values already obtained 
there; the distribution impaired it further only by the amount of the 
present value. Unless we are to accept the view that a distribution in 
kind realizes losses *** (and, of course, gains), at least for earnings 
and profits purposes if not on the corporate tax return, consistency seems 
to require rejection of the Merrill view.*** 

It has also been urged that the Merrill theory opens tax avoidance 
possibilities. Since all that reaches the stockholders as a taxable divi- 
dend is the value of the property ($202 in that case), the Merrill deci- 
sion enables the corporation, at small tax cost to its stockholders, to 
sweep a large sum out of its fund of earnings which might otherwise 
have become the basis for future taxable dividends.*** The avoidance 
aspect may have been overstressed, however, for any corporation can 
accomplish the same result with greater safety by simply selling the 
depreciated asset to realize the loss and then distributing the proceeds.™* 
In one respect, in fact, a sale may save more tax ultimately than a dis- 
tribution of the depreciated property, for a loss realized by sale cannot 
merely exhaust earnings but, if earnings are insufficient, can create a 


181 F.2d 638 (6th Cir. 1950), cert. denied, 340 U.S. 871 (1950) (involving reduction of 
paid-in capital rather than earnings, but applying the Merrill rationale against the 
taxpayer). 

130 Supra note 103. 

131 Contrary to First Savings Bank of Ogden v. Burnett, 53 F.2d 919 (D.C.Cir. 1931). 
Compare note 15 supra. 

132 See Molloy, supra note 1, at 71-72. 

133 Jbid. at 80-81. With respect to the dividends paid credit of a personal holding 
company, it had been concluded (prior to Merrill) that Congress intended, in order to 
prevent avoidance, that the corporation should be credited with distributing no more than 
the value of the dividend in kind, which was taxable to the shareholders, and not with 
the greater basis of the property. General Securities Co., 42 B.T.A. 754 (1940), aff’d, 
123 F.2d 192 (10th Cir. 1941). 

134 Realization of losses in this manner is as effective as the Merrill rule in con- 
suming earnings and profits without tax cost to the shareholders, and it avoids getting 
into a controversial area (unless, of course, the sale is deemed a sham, cf. Higgins v. 
Smith, 308 U.S. 473 (1940)). Earnings and profits are reduced by a sale at a loss 
even though for corporate tax purposes the loss is disallowed as a net capital loss or as 
a loss on a sale to the holder of more than 50 per cent of the stock. Reg. 118, Sec. 
39.115(1)-1(b). See W. G. Maguire & Co., supra note 13, at 38-40. It is reported 
that several corporations, including United Corporation and Transamerica Corporation, 
regularly sell capital assets with an inherited high basis in order to create capital losses 
offsetting current income and thus to keep their dividends tax-free. McDonald, How to 
Save Taxes When Paying Dividends, P-H Tax Ideas {7016.1. 
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deficit, whereas even under the Merrill rule it is doubtful that a distribu- 
tion in kind can reduce earnings below zero.'* 


4. Bargain Sale as a Dividend to Stockholder-Purchaser 


A bargain sale to stockholders presents many of the same problems 
as a distribution in kind.** If it is a direct sale without a prior option, 
the amount of the spread between sale price and market value is deemed 
a dividend if it is “in the nature of a distribution of earnings and 
profits.” **7_ Where an option is first given to the stockholders, the rules 
are somewhat hazy, but it appears under existing decisions that the 
taxable dividend will be no more than the spread at the time the option 
is granted or when it is exercised, whichever is less, and that such divi- 
dend tax will not be incurred until and unless the option is exercised or 
sold."*8 


135 Cf. Van Norman Co. v. Welch, 141 F.2d 99 (1st Cir. 1944). That case relates to 
a distribution which returns capital tax-free to stockholders and thus cannot also create 
a deficit in earnings as the basis for a duplicate exemption of the distributions of the 
earnings which restore the impairment. Therefore, it may be an open question, under 
the Merrill doctrine, whether decline in value which represents actual disappearance of 
capital value rather than tax-free distribution thereof may be the basis for creating a 
deficit in earnings and profits. The new Code, which adopts the Merrill rule, makes it 
clear that the basis is to be charged against earnings only “to the extent thereof” and 
thus cannot produce a deficit. I.R.C. §312(a) (1954). 

136 From the distributing corporation’s standpoint, sce I. E. supra. See Stanley, supra 
note 65, for a full discussion of the problems. 

137 Reg. 118, Sec. 39.22(a)-1(b). The requirement that the spread between price 
and value be “substantial” was removed ‘from the Regulations by T.D. 5507, 1946-1 
Cum. Butt. 18, but nominal spread would probably not be regarded as intended as a 
distribution of earnings. If the stockholder gives notes bearing no interest or inadequate 
interest, the note must be discounted to determine the spread. John Q. Shunk, 10 T.C. 
293 (1948), rev'd on other grounds, 173 F.2d 747 (6th Cir. 1949) ; William A. Boyd, 5 
TCM 791 (1946), aff’d, 171 F.2d 546 (6th Cir. 1948). The fact that the purchase is 
disproportionate to stockholdings does not necessarily negative a dividend. Elizabeth 
Susan Strake Trust, 1 T.C. 1131 (1943). In one questionable decision a bargain sale 
to a partnership, consisting of all the stockholders and two outsiders, was held not to 
be a dividend even in part, the Court placing emphasis on the partnership as an entity 
distinct from the stockholders. Shunk v. Comm’r, 173 F.2d 747 (6th Cir. 1949). Contra: 
William A. Boyd, supra. Cf. Comm’r v. Whitney, 169 F.2d 562 (2d Cir. 1948), cert. 
denied, 335 U.S. 892 (1948). Where a subsidiary makes a bargain sale to the parent’s 
stockholders, it is deemed a taxable dividend of the amount of the spread from the 
subsidiary to the parent and another from the parent to its stockholders, subject in each 
case to the adequacy of earnings and profits. V. U. Young, supra note 65. 

138]In Palmer v. Comm’r, 302 U.S. 63 (1937), it was held that there was no dividend 
at all if there was no spread when the option was granted, even if there was a substantial 
spread when it was exercised. In W. G. Maguire & Co., supra note 14, at 39, it was 
held that if there was a substantial spread when the option was granted and a greater 
one when it was exercised, the distribution is deemed to be the spread at the time of 
the grant. But in Choate v. Comm’r, 129 F.2d 684 (2d Cir. 1942), where there was 
a substantial spread when the option was granted and a smaller one when it was 
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A distribution effected through a bargain sale raises the same earn- 
ings and profits questions as any distribution in kind. Under the tradi- 
tional view, earnings and profits are not augmented by reason of the 
transaction, and if the spread exceeds the available earnings the 
excess is not a taxable dividend.*® Of course, if the spread is attrib- 
uted to the corporation as taxable income, under the theories dis- 
cussed in I. supra, that income augments the available earnings.*° And 
the theory of Godley and Hirshon could equally apply to a bargain sale 
making the spread a taxable dividend even if earnings are insufficient, pro- 
vided the spread consists of appreciation unrealized by the corporation.’ 

A recent Tax Court decision ** illustrates the effect of a bargain 
sale to stockholders where the market value, though above the sale price, 
is less than the corporate basis. Under the rule of that case, the differ- 
ence between basis and market value represents a true realized loss. 
Whether or not the restrictions on capital losses, etc. enable the loss to 
be deducted from taxable income, that much of the loss reduces current 
earnings and profits for the purpose of determining taxability of the 
particular dividend.*** The spread between market value and sale price, 
however, is not such a loss, although for the purposes of measuring 
future dividends, the amount of that spread reduces earnings and profits. 
Thus, if a corporation holding property worth $100, with a basis of 


exercised, the taxable dividend was limited to the latter amount. In Gibson v. Comm’r, 
133 F.2d 308 (2d Cir. 1943), it was held that upon a sale of the option, that portion of 
the proceeds, at least, that would have been a dividend if the option were exercised (i.c., 
the original spread, if less than the proceeds) was ordinary income under the assign- 
ment of income doctrine. The Gibson case was no doubt overruled by Strassburger v. 
Comm’r, 318 U.S. 604 (1943), but on a ground not material here, since we are not 
dealing with rights to purchase the corporation’s own stock. See also G.C.M. 25063, 
1947-1 Cum. Bu tt. 45, holding that the entire proceeds are ordinary income, a contention 
that had not been raised in the Gibson case. In Tobacco Products Export Corp., 21 T.C. 
No. 70 (1954), it was held that a dividend received credit is allowable against the sale 
proceeds even though such sum is derived from a third party rather than from the 
corporation. See full discussion in Stanley, supra note 65, at 784-787. 

139 V, U. Young, supra note 65. The case of Timberlake v. Comm’r, 132 F.2d 259 
(4th Cir. 1942), has sometimes been cited as applying the Binzel and Wakefield theory 
(II. A. 2. a. supra) in the bargain sale field; but in Timberlake it was undisputed that 
earnings from other sources covered the full spread, and therefore that issue was not 
actually presented. 

140 See particularly I. E. supra. Of course, if the bargain price exceeds the corporate 
basis, there will be a taxable gain that will augment earnings in any event. Thus, if a 
corporation, having no earnings and profits, sells to its stockholders for $20 an asset 
with a basis of $15 and a value of $25, there will be a taxable gain of $5 ($20 less $15), 
which becomes earnings and profits and makes the spread of $5 ($25 less $20) a taxable 
dividend. 

141 Cf. dissent in V. U. Young, supra note 65. 

142 W. G. Maguire & Co., supra note 14, at 38-40. 

143 See supra note 133. 
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$125, sells it to stockholders for $80, the amount of the distribution is 
$20 ($100 less $80) ; if the corporation has earnings and profits of $30 
apart from the distribution, they will be reduced by the true loss of $25 
($125 less $100), leaving $5, which will be the taxable part of the $20 
spread. 


B. DisTRIBUTIONS ON OR AFTER JUNE 22, 1954 
1. Distributees Other Than Corporations 


We turn now to the “new look.” In section 312(a) and (b) of the 
1954 Code, Congress combined a straightforward dealing with the prob- 
lem of inventory distributions, where the real avoidance potential ex- 
isted, with a compromise solution with respect to distributions of other 
property. 

a. Distribution of “inventory asseis.”’ The new law draws a distinc- 
tion between distributions of “inventory assets” and of other assets. 
“Inventory assets” include the usual, redundant categories of stock in 
trade, property properly includible in inventory, and property held pri- 
marily for sale to customers in the ordinary course of the taxpayer’s 
trade or business; also “unrealized receivables and fees,” except the 
proceeds of sales of non-inventory assets. ‘Unrealized receivables and 
fees” are defined as rights to payment for goods or services to the extent 
that they have not previously been includible in the corporation’s income 
under its method of accounting.™** 

With respect to “inventory assets,” the new law does not adopt the 
theory of the Godley and Hirshon decisions which, rendered in the midst 
of consideration of the bill, surprised the legislators and draftsmen fully 
as much as the tax profession generally.* Rather, the new law goes 
back to the approach unsuccessfully taken by the Treasury in the Timken 
line of cases.14® Upon a dividend distribution of “inventory assets” 
with a value greater than the distributor’s adjusted basis, the corpora- 
tion’s earnings and profits are increased by the amount of such excess, 
and then, to compensate for that increase, the value, not the adjusted 
basis, is charged against earnings available for the future. The effect 
is that though on a distribution of inventory or unrealized income the cor- 


144. R.C. §312(b) (2) (1954). The provision for adding such items to earnings and 
profits, even if not taxed to the corporation, does not, of course, preclude their being 
included in the corporation’s taxable income under the assignment of income doctrine. 
See I. C. supra. 

145 See Sen. Rep. No. 1622, 83d Cong., 2d Sess. 248 (1954), which notes that the House 
Report had stated the opposite of the Godley and Hirshon rule as its understanding of 
prior law, and which disclaims any intention of the Finance Committee to pass on prior 
law one way or the other in view of the intervening decisions. 

146 See II. A. 1. supra. 
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poration avoids incurring income tax itself, under the Lynch and Strat- 
ford lines of cases **7 the unrealized profit is added to earnings for the 
purpose of computing a taxable dividend.*** If the corporation has 
earnings and profits from other sources sufficient to cover its adjusted 
basis for the described property, section 312(b) permits taxation of its 
entire present value to the stockholders as a dividend. If the corporation 
has no other earnings and profits, then to the extent of its adjusted basis 
for the property the distribution will be a true return of capital and will 
be so treated; but if the excess of the value of the “inventory assets” 
over the corporate basis, being an unrealized profit from ordinary cor- 
porate business, escapes tax in the corporation’s hands, it will neverthe- 
less be taxed as a dividend to the stockholders, unless current losses 
offset the increase in earnings. 

Since section 312(b) creates earnings and profits at the very time 
of the distribution, they will be current earnings and profits and an 
accumulated deficit from prior years cannot be offset against the apprecia- 
tion to reduce the taxable amount of the dividend. However, a current 
loss from operations or from the sale of assets '*® may be offset against 
the constructive earnings based on the distributed appreciation, and it 
may be possible therefore for a deficit corporation to distribute “inven- 
tory assets” in a loss year without causing stockholders to incur dividend 
tax on the full appreciation.” 

A problem arises where the corporation distributes some “inventory 
assets” worth more than their basis and some worth less. For example, 
a real estate subdivider may have one tract which has appreciated in 
value and another, badly located, whose value has decreased. Is the gross 
appreciation added to earnings and profits or only the net appreciation 
on the two items simultaneously distributed? If the depreciated item 
were distributed by itself, the full adjusted basis would be applied in 
reduction of earnings and profits under section 312(a) discussed infra, 
and the benefit of the loss would thus be obtained, but only for the 


147 See I. B. and C. supra. 

148 The new rule overcomes the situation mentioned at p. 55 supra, namely, the 
possible lag in the creation of earnings and profits by such a distribution. 

149 With respect to the use of capital losses to reduce current earnings and profits, 
see note 134 supra. Loss carry-overs and carry-backs deductible in the current year 
must be disregarded in determining the current earnings or loss for this purpose. Reg. 
118, Sec. 39.115 (a)-2(d). 

150 A similar result would follow, from the stockholder’s standpoint, if the corporation 
realized its taxable profit on the inventory, offset it against losses, and distributed the 
proceeds tax-free. An important difference, however, is that such procedure consumes 
corporate losses otherwise available for carry-overs. On a distribution in kind section 
312(b) uses up a deficit in earnings and profits, but it does not create taxable income to 
use up operating losses. 
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future determination of accumulated earnings. With respect to the 
determination whether there are current earnings available for dis- 
tribution, such earnings are determined “without diminution by reason 
of any distributions made during the taxable year.” ** Thus, a dis- 
tribution of a depreciated asset, if not simultaneous, could not offset the 
current earnings resulting from a distribution of an appreciated inven- 
tory asset in the same year. While the provision is not free from ambi- 
guity,"’ it is not likely that Congress intended that any such offset be 
allowed merely because a depreciated asset is distributed simultaneously 
with an appreciated asset rather than at another time of the year. Any 
effort to neutralize the addition of appreciation to earnings by matching 
it with depreciated assets in the same distribution would almost surely 
meet serious resistance from the Commissioner and probably from the 
courts. The safer way to proceed where assets of both classes are avail- 
able for the purpose is to sell the depreciated assets, thus creating an 
actual loss to offset the constructive profit created by section 312(b) 
with respect to the appreciated items.** 


b. Distributions of assets other than inventory. In the case of dis- 
tributions of non-inventory assets and of inventory assets which are 
not appreciated, Congress has effected a strange compromise, presumably 
brought about by the heavy time-pressures under which the legislation 
was drafted and the confusion in the decisions. The new law has 
abolished the rule of the Godley and Hirshon cases, while leaving sub- 
stantially intact the basic premises on which they rested."°* A dividend 


151]. R.C. §316(a) (2) (1954). See W. G. Maguire & Co., supra note 14. 

1527. R.C. §312(b) (1) (1954) refers to the distribution “of inventory assets ... the 
fair market value of which exceeds the adjusted basis thereof.” 

153 Such procedure has the further advantage that the loss on the sale by the corpora- 
tion of the depreciated inventory items may (unless it is disallowed as a net capital loss) 
be offset against faxable income of the current year or by way of carry-over and will 
not, for that purpose, be absorbed by offset against the constructive profit on the dis- 
tributed assets (which does not affect taxable income, unless one of the rules discussed 
in I. supra applies). 

154 The Committee Reports leave no doubt that Godley and Hirshon are no longer to 
be applied, and that a dividend of non-inventory assets is to be taxable only to the extent 
that its appreciated value is covered by earnings, despite the fact that only the adjusted 
basis is applied in reduction of earnings. H.R. Rep. No. 1337, 83d Cong., 2d Sess. A94 
(1954) ; Sen. Rep. No. 1622, 83d Cong., 2d Sess. 248 (1954). It is somewhat harder to find 
the change on the face of the statute, except by some close semantic reasoning. The 
Godley and Hirshon theory was that old section 115(a) defined a dividend as any dis- 
tribution out of earnings and profits, and that cost determined what was “out of” 
earnings. Then, if it was a dividend, section 115(j) made its fair market value tax- 
able, regardless of the relation of value to earnings. The same ingredients are still in 
the law, but they have been rearranged. A dividend is still any distribution out of 
earnings and profits (I.R.C. §316(a)), but “distribution” is now a defined term, and the 
old value test of former section 115(j) has been incorporated in the definition. The 
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of non-inventory assets is thus taxed only to the extent that its value is 
covered by earnings and profits. But it is only the adjusted basis of the 
distributing corporation which is charged against earnings.°® Simi- 
larly, adopting the Merrill rule,°** in the case of depreciated property, 
whether inventory or otherwise, earnings are reduced by the full ad- 
justed basis rather than by the lesser value. However, in no case may 
the charge to earnings on account of a distribution produce a deficit. 

Now let us examine the strange results of section 312(a) : 

Corporation A has capital of $100,000 and available earnings (current 
and accumulated) of $12,000. It has real estate (non-inventory) worth 
$15,000, with an adjusted cost of $10,000. It distributes the real estate. 
Under the new law, the $5,000 appreciation is not added to earnings; 
only the $12,000 earnings already available from other sources are 
deemed distributed as a dividend ; and $3,000 is return of capital. How- 
ever, under section 312(a) earnings are reduced by only $10,000, leaving 
$2,000. If cash of $2,000 is later distributed, it is taxable. Thus, 
$12,000 in earnings have supported $14,000 in aggregate taxable divi- 
dends. To avoid such a result, the corporation may distribute the $2,000 
in cash before the distribution in kind. This will reduce available earn- 
ings to $10,000, and only $10,000 will be taxed upon the distribution. 
The aggregate taxable dividends, by reversing the order,’ are thus 
reduced to $12,000. 

Corporation B has five mineral properties (non-inventory) which 
are worth $100,000 each but which, as a result of depletion allowances, 
have a zero basis. It has available earnings and profits of $100,000. 
If it distributes the properties one at a time, each distribution will be 
taxable to the full extent of its $100,000 value, since each in turn is not 
in excess of available earnings. Nevertheless, each reduces earnings 
only by the amount of its basis (zero), leaving the full $100,000 of earn- 
ings available for each successive dividend. The aggregate taxable divi- 
dend supported by $100,000 in earnings is thus $500,000, and the 
$100,000 in earnings remains unimpaired to support future taxable 
dividends! On the other hand, if all five properties (worth $500,000) 


amount of the distribution in the case of non-corporate distributees is the value of the 
property received, and that portion of the distribution, i.e., of the value, which is a 
dividend, #.e., out of earnings, is taxed. 

155]. R.C. §312(a) (1954). Proper adjustment must be made for indebtedness to 
which the property is subject or which is assumed and for any gain recognized to the 
corporation on the distribution. Ibid. §312(c). 

156 TT. A. 3. supra. 

157 If current as well as accumulated earnings are involved, merely changing the order 
of distributions will not be fully effective, since current earnings are prorated among all 
the distributions for the year, regardless of their order. See note 114 supra. 
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were distributed at once, only $100,000 thereof would be taxed (leaving, 
however, $100,000 in unimpaired earnings for the future). 

It is important, therefore, for a corporation planning distributions in 
kind of appreciated property other than “inventory assets” to exhaust 
its earnings and profits with a prior cash distribution, where that is 
feasible ** and, in any event, to refrain from spreading the distribution 
over a series of dividends that may be taxed much more heavily than a 
single distribution would have been. 

Congress had a choice between two courses, either of which would 
have produced logical results. If it had chosen to extend the inventory 
rule (section 312(b)) to non-inventory assets, adding the appreciation 
to earnings, the taxable dividends in our first example would aggregate 
$17,000 (based on $12,000 actual earnings plus $5,000 appreciation), 
regardless of whether the property or the cash was first distributed. 
In our second example, whether or not the five properties were dis- 
tributed at once or in series, the entire $500,000 (consisting of excess 
of value over basis) would be taxable, and the original $100,000 of 
earnings would remain intact. 

However, when Congress decided to confine such treatment to “inven- 
tory assets,” logic should have dictated that in other cases the earnings 
should be reduced, not by the adjusted basis of the property but by the 
market value. This would have assured that, regardless of the order or 
frequency of distributions, the aggregate taxable dividends would not 
exceed the actual realized earnings of the corporation. Under such cir- 
cumstances, the taxable dividend in‘the first example would be $12,000, 
regardless of which distribution came first, and in the second, the first 
$100,000 distribution would exhaust the earnings, and anything addi- 
tional, simultaneously or later, would not be a dividend. 


2. Inter-corporate Distributions 


What has been said supra with respect to the effect of a distribution 
in kind on earnings and profits of the distributing corporation applies 
regardless of the nature of the distributee. 

However, because of the peculiar effect on the dividends received 
credit allowed to corporations, a special rule is provided with respect to 
the amount taxable where the distributee is a corporation. Normally, 
corporations can receive dividends at very low tax cost: now 7.8 per 
cent (15 per cent of 52 per cent), but as low as 5.7 per cent (15 per cent 
of 38 per cent) within recent memory. Prior to 1950 it was possible 
for a corporation holding appreciated property to distribute it to its 
parent corporation, thus avoiding capital gains tax of 25 per cent, unless 


158 The caveat in note 155 supra should be observed. 
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a court attributed the parent’s subsequent sale to its subsidiary, pursuant 
to rule discussed in I. supra,”® and the parent obtained a basis stepped 
up to market value at the cost of only the then 5.7 per cent inter-corpo- 
rate dividend rate. In 1950, in order to prevent that result, the recipi- 
ent’s dividends received credit was restricted to 85 per cent of the dis- 
tributor’s adjusted basis for the property, no credit against the apprecia- 
tion being allowed.** That approach in turn produced inequities, for 
while the subsidiary avoided what might have been a capital gain, the 
parent was taxed on the appreciation at full ordinary income tax rates.*® 

Therefore, section 301(b) of the new Code treats the problem differ- 
ently. For a corporate distributee, if earnings are adequate, the amount 
of the dividend distribution is deemed to be the Jesser of the fair market 
value of the property and its adjusted basis in the hands of the distribut- 
ing corporation, the latter figure being increased by any gain which may 
be recognized to the distributor by reason of the distribution, and, under 
section 301(d), the amount so taxed becomes the basis to the recipient 
corporation.’ Thus, if corporation A, holding property with an adjusted 
basis of $200, which is worth $500, and is subject to a liability of $300, 
distributes such property to corporation B as a dividend, corporation A 
will realize gain of $100 (because the debt exceeds the basis by that 
amount), and corporation B will realize a dividend of zero (A’s basis 
of $200, plus A’s recognized gain of $100, minus the liability of $300) 
and will have a basis of $300. If there were no such liability, and no 
gain to corporation A on any other theory, the taxable distribution to 
corporation B would be $200 (4’s basis), and the property would take 
the same basis as in A’s hands. The appreciation does not enter into 
the dividend calculation, but when B sells the property, it will then 
realize taxable gain. It should be noted that if A were in the business 
of selling such property and thus avoided ordinary income tax by making 
the distribution if none of the previously discussed grounds for taxing 
it were applicabie, and if B were not in such business and made a block 


159 The Court frustrated such a plan in Comm’r v. Transport, Trading & Terminal 
Co., supra note 3. 

160 See Raum, supra note 1, at 594-6. If the dividends received credit for individuals 
is ever increased to the point where it gives more than token relief from double taxation, 
a similar problem will have to be dealt with in their case. 

161]. R.C. §26(b) (1939), as amended by section 122(a) of the Revenue Act of 1950. 

162 See Bierman, supra note 103, at 1060-1061. See also Comment, A.L.I., FepErat 
Income Tax STATUTE §X126, 281-282 (Tent. Draft No. 6, 1954). The 1954 Code adopts 
the A.L.I. approach. 

168 Thus, any gain recognized to the distributor also steps up the dividend to the 
recipient but only at the inter-company dividend rate, and, tax having been paid on it 
by the distributor, the recipient is allowed a higher basis. 
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sale rather than entering the business, B might have a capital gain.™ 
Furthermore, regardless of whether there is such a change in the manner 
of holding the property, the recipient may “tack on” the distributor’s 
holding period in determining whether the gain is long or short-term.*® 

It is not permitted to shift a loss between corporations by taking a 
dividend in kind. If the property is worth less than the distributor’s 
basis, the taxable dividend will be equal to the market value and such 
value will become the recipient’s basis. In order to avail itself of the 
loss, the distributor itself would have to sell the asset or apply it on a debt. 

When a corporation is the distributee, appreciation in value of prop- 
erty distributed in kind does not enter into the dividend, and the inade- 
quacy of earnings and profits to cover such appreciation has no effect. 
If the distributor’s adjusted basis for the property is itself in excess of its 
earnings and profits, the excess is applied against the basis of the stock 
held by the recipient and, when that has been recovered, is taxed as 
capital gain.**° This is worse for a corporate distributee than a divi- 
dend tax. 

If the property distributed consists of appreciated “inventory assets,” 
section 312(b) requires that the distributor’s earnings and profits be 
increased by the amount of the appreciation and then be reduced by the 
market value of the asset, despite the fact that the distributee is another 
corporation which does not take the appreciation into account in comput- 
ing the dividend received. Where earnings are ample to cover the distribu- 
tor’s basis, no practical difference results because the increase and decrease 
cancel each other without affecting: the taxable amount. However, if 
earnings are inadequate, an interesting difference results as between an 
individual and corporate distributee. Suppose corporation A has no 
earnings and profits; it distributes inventory with a $100 basis and a 
$300 value. An individual recipient would apply $100 against his own 
stock basis and would be taxed on a $200 dividend (reflecting the addi- 
tion of appreciation to earnings), and he would get a $300 basis for the 
inventory. A corporate distributee, on the other hand, receives a taxa- 


164 Cf, Thomas E. Wood, 16 T.C. 213, 226-228 (1951); W. B. Leedy Co., 11 TCM 
861 (1952). 

165 T.R.C. §1223(2) (1954). The conclusion stated in the text is based on Comm’r v. 
Gracey, 159 F.2d 324 (5th Cir. 1947), which permitted the “tacking on” of the former 
period of holding of a non-capital asset to the holding period of a capital asset received 
in exchange therefor. Section 1223(1) of the new Code expressly prevents “tacking on” 
in such circumstances where there has been an exchange which transfers the basis of a 
non-capital asset to that of a capital asset in the same person’s hands. But section 
1223(2), in cases where basis is transferred with the asset from one person to another, 
does not bar “tacking on” even though the character of the asset changes. 

166 Tt would be ordinary income if the stock is held for sale to customers by a securities 
dealer. Cf. ILR.C. §1236 (1954). 
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ble dividend of $100 (since section 312(b) added $200 appreciation to 
earnings, the taxable amount being limited, however, to the distributor’s 
basis) and would have a basis for the inventory of $100, thus causing 
the corporate distributee ultimately to realize $200 more income from 
sale of inventory than the individual will realize. Therefore, out of the 
$300 value of the distribution, the individual gets $100 as return of capi- 
tal, which to a corporate distributee would be a dividend, and the indi- 
vidual receives $200 as a dividend, which to the corporate distributee 
would be reflected in subsequent profits on lower-basis inventory. 


III. ‘““WINpDFALL” DISTRIBUTIONS OUT oF F.H.A.— 
INsURED MortTGAGE PROCEEDS 


Before closing, the tax status of the much publicized “windfall” profits 
distributed to the promoters of real estate developments should be dis- 
cussed, although strictly speaking no dividend in kind is involved. 

In many cases, according to testimony last summer before the Senate 
Banking Committee, large scale real estate developments were constructed 
by corporations with the aid of mortgage loans insured up to 90 per cent 
of the estimated cost of the project by the Federal Housing Administra- 
tion.®* From one cause or another the cost of the project in some cases 
turned out to be less than the amount of the loan, and the corporations 
then distributed to stockholders the unused proceeds of the loan. Since 
that usually occurred when the corporations had negligible earnings 
and profits, if any, the stockholders asserted that the distributions were 
return of capital and were not taxable as dividends.’ 

Prior to the enactment of the “collapsible corporation” provisions in 
1950,’ there was nothing in the statute which even remotely dealt with 
the situation. The various theories relating to dividends in kind were 
ill-adapted for the Commissioner’s use in making a cash distribution 
taxable in a larger amount than the actual available earnings. The bor- 
rowing of more than the amount of the corporation’s basis on the secu- 


167 Apparently most of the cases involved loans under section 608 of the National 
Housing Act, as amended, 12 U.S.C. §1743 (Supp. 1953). 

168 Tf the distribution is not taxed as a dividend, there remains a possible risk that the 
later earnings used to pay off a debt, the proceeds of which had been distributed to 
stockholders tax-free, would be subjected to surtax under I.R.C. §§531-536 (1954) (old 
§102), on the ground that the borrowing, the anticipatory distribution of earnings, and 
the subsequent use of earnings to repay the borrowing were all part of a scheme to avoid 
individual surtaxes. See Cary, Current Reflections on Section 102 in PROCEEDINGS OF 
New York UNIversity E1GHtH ANNUAL INSTITUTE ON FEDERAL TAXATION 1250, 1254—- 
1255 (1950), and 89 J. Accountancy 219, 222 (1950). Cf. Beim Co. v. Landy, 113 
F.2d 897 (8th Cir. 1940). 

169 Jnfra note 177. 
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rity of the property was not a realization of income by the corporation,’ 
and no earnings or profits resulted therefrom. The Godley syllogism ™ 
could not apply, for the property distributed was cash, the basis of which 
was no less than its value when distributed. Those dollars which came 
“out of” the earnings and profits, if any, and were thus deemed divi- 
dends under old section 115(a), were valued under section 115(j) at 
exactly that many dollars, and no more. 

Nevertheless, since some of the most notable “windfalls” had occurred 
before 1950, the Commissioner asserted dividend tax in such cases. To 
bolster his apparently weak position, the Commissioner, in his briefs 
in the test cases, has seized upon statements out of context in the Hirshon 
opinion to support his thesis that a distribution which does not impair 
capital is perforce a dividend, even if there are no earnings and profits.’ 
In our discussion supra of distributions in kind by deficit corporations," 
we have shown that such language in the Hirshon opinion was based 
on the premises that there were earnings and profits “out of” which the 
distribution was made, and that the property whose adjusted basis came 
“out of” earnings had a greater value which was taxable under the 
statute. 

In the present situation the Commissioner has departed much farther 
from the premises of the decision on which he relies. Assume for the 
moment that Hirshon goes so far as to tax as a dividend all but the 
amount which impairs capital. In the case of a dividend in kind, that 
thesis requires no revaluation of the balance sheet. The asset distributed 
is on the books at cost. If that cost is removed from both sides of the 
balance sheet, the capital impairment is determined. 

Where there is a cash distribution, on the other hand, the Commis- 
sioner can prevail in his theory only by a revaluation of the balance 
sheet to give effect to unrealized appreciation in assets not distributed. 
To illustrate, suppose a corporation is formed with a nominal capital 
of $1,000, and it borrows $1,100,000 to construct a building. The 
building in fact costs $1,000,000, and the corporation is left with $101,000 
in cash. It distributes $100,000 to stockholders, but it has no earnings 
and profits, current or accumulated. The balance sheet—it was the 
balance sheet approach which the Commissioner advanced and the Courts 


3 


170 So held even where the property owner incurred no personal liability for the debt. 
Woodsam Associates v. Comm’r, 198 F.2d 357 (2d Cir. 1952). See Note, 6 Tax L. Rev. 
319 (1951) ; Lurie, Mortgagors with “Negative Equities” and “Negative Bases’ in Pro- 
CEEDINGS OF NEw YorK UNIVERSITY TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
71 (1952). A fortiori, no corporate income results when the corporation remains “per- 
sonally” liabie to repay the funds borrowed and distributed. 

171 J]. A. 2. b. supra. 

172 Briefs in George M. Gross, T.C. Docket No. 46260, and related cases. 

173 TT. A. 2. d. supra. 
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embraced in Godley and Hirshon—then shows assets of $1,001,000 and 
liabilities of $1,100,000 (exclusive of capital stock). When the Com- 
missioner argues in such a situation that “The capital of distributing 
corporations here was not impaired as a result of the distributions,” he 
can mean only that the actual value of the undistributed assets of the 
corporation exceeded their liabilities and paid-in capital.“* Such a test 
of the taxable character of a cash distribution not only involves great 
practical difficulties (valuing all the corporation’s assets), but it is wholly 
without support in any construction of the statute which has been authori- 
tatively suggested.*” 

In the matter of like distributions made between January 1, 1950 and 
June 21, 1954, inclusive, the Commissioner has a more legitimate ground 
for imposing tax to the extent that the distribution exceeds the stock- 
holders’ basis for their stock.’** Under section 117(m) of the old Code, 
as added in 1950,*** a shareholder’s gain from the sale or exchange of 
stock of a “collapsible corporation” is considered non-capital gain. Since 
a non-liquidating distribution which is not a dividend is taxed, to the 
extent that basis is exceeded, “in the same manner as a gain from the 
sale or exchange of property” under old section 115(d), the Regulations 
state that the gain included in such a distribution would be subject to 
section 117(m).**8 In the typical case the distribution occurs prior to 
the realization by the corporation of a substantial part of the income to 
be derived from the property and within three years after acquisition 
thereof, and usually more than 70 per cent of the gain is attributable to the 
property, since it was the loan on such property that made funds availa- 
ble for the distribution. Thus, the Commissioner will argue that the 
objective standards of section 117(m) are normally met in such a case. 


174 Briefs in George M. Gross, supra note 172. The Commissioner’s theory is never 
verbalized in this manner but is masked in repeated assertions that the taxpayers failed 
in their burden of proving that capital was not impaired. Since the balance sheets and 
the amounts of earnings and profits, if any, of the corporations were not in dispute, the 
Commissioner’s argument amounts to a demand for proof that all the undistributed 
assets of the corporation were not, in fact, worth more than the liabilities and paid-in 
capital. 

175 Such a theory was discussed and rejected in PAUL, op. cit. supra note 6, at 176-180. 

176 Unlike the “dividend” approach last discussed, the “collapsible corporation” pro- 
cedure would permit full recovery of capital invested and would impose ordinary income 
tax only on the gain. 

177 Revenue Act of 1950, Sec. 212, now I.R.C. §341 (1954). It has been suggested that 
collapsible corporations were vulnerable under pre-1950 law. Bittker & Redlich, Corpo- 
rate Liquidations and the Income Tax, 5 Tax L. Rev. 437, 439 (1950). A variant of one 
of the arguments suggested by these authors, Stock as Compensation, is used as an alter- 
native argument in the Commissioner’s brief in George M. Gross, supra note 172. 

178 Reg. 118, Sec. 39.117(m)-1(a) ; Committee Reports, 1950-2 Cum. Butt. 450, 547. 
The applicability of the collapsible corporation provision to non-liquidating distribu- 
tions has been more clearly spelled out in section 341(a) (3) of the 1954 Code. 














80 TAX LAW REVIEW [Vol. 10: 


There is a further subjective test to be met, however. The corpora- 
tion must be formed or availed of principally for the construction, etc. 
of property with a view to the sale or exchange of the stock, liquidation, 
or distribution to shareholders before the corporation realizes a sub- 
stantial part of the net income to be derived from the property. The 
cases vary in their facts, of course, but in many of them it may not 
have been contemplated when the venture began that there would be a 
surplus over cost to be distributed. In some cases, at least, an unex- 
pected drop in building costs created the situation. Furthermore, unlike 
the quick-liquidation cases, it is frequently the intention of the promoters 
to continue to hold the property and produce rents as corporate taxable 
income. 

Moved by the disclosures in the Senate Banking Committee hearings, and 
apparently oblivious of the prior expiration of the law under which 
most such “windfalls” were made possible,‘*® Congress has now locked 
the barn door, just in case we ever get another horse.'*® In section 
312(j) of the new Code, effective June 22, 1954, Congress has relieved 
the Commissioner of the subjective-intention test in cases of this char- 
acter and has made a provision similar to that relating to distributions 
of “inventory assets.” *** If a corporation makes a distribution, whether 
consisting of loan proceeds or other cash or property, at a time when 
it has an outstanding loan or commitment for a loan made, guaranteed, 
or insured by a federal agency, and if the then outstanding balance 
exceeds the adjusted basis, disregarding, however, any reduction for 
depreciation allowed or allowable, then the earnings and profits are in- 
creased by the amount of such excess and, immediately after the dis- 
tribution, decreased by a like amount.’*? Thus, unless there are offsetting 
current realized losses, there will always be enough earnings and profits 
to cover a dividend out of such surplus loan proceeds.*** 


179 See National Housing Act, Sec. 603(a), as amended, 12 U.S.C. §1738(a) (Supp. 
1953), terminating the authority of the F.H.A. under section 608 except with respect to 
applications on file before Mar. 1, 1950. 

180 There actually are still a few colts in the barn. Under sections 8, 203, and 207 
of the National Housing Act, as amended, 12 U.S.C. §§1706c, 1709, and 1713 (Supp. 
1953), builders may obtain loan guarantees up to a maxima ranging from 80 to 90 
per cent of the estimated cost or the estimated value of the project when completed under 
certain programs for low and moderate cost dwellings and apartment houses. 

481 JJ, B. 1. a. supra. 

182 The collapsible corporation approach remains available to the Commissioner if for 
any reason section 312(j) should be inapplicable. See note 178 supra. 

183 While the situation is unlikely to arise often, because of restrictions of corporate 
law and loan contracts, it is theoretically possible for a duplication of taxable income to 
result from this provision. Suppose a corporation has capital stock of $1,000 and paid-in 
surplus of $100,000, which under state law it may distribute. It borrows $1,100,000 under 
a federally-insured loan and builds a building for $1,000,000. It distributes the surplus 











1954] DIVIDENDS IN KIND—THE THUNDERBOLTS AND THE NEW LOOK 81 


CONCLUSION 


Intermittently for some twenty years the Treasury has kept the law 
of dividend taxation in turmoil as it attempted to close what it considered 
to be a loophole in the law. Each time it appeared that the law was rea- 
sonably well settled, the Treasury has returned to the fray with another 
novel theory. Throughout that period the door to Congress was open. 
A well-considered legislative solution, which would have treated consis- 
tently all aspects of the matter and would have afforded taxpayers and 
the Treasury a standard upon which they could rely, might long since 
have been devised. 

The present situation is far from satisfactory. The Treasury has at 
last—but not finally—won its point in court in decisions which will 
affect only those persons who reasonably relied on many decisions to the 
contrary. The Treasury’s great victory will have no prospective effect. 
The legislative solution, coming many years after the problem was clearly 
apparent, was drafted under stress of time as a part of a revolutionary 
revision of the law of corporate taxation and is one of the few major 
changes that survived from the drastic provisions which passed the House 
of Representatives. 

Now that time has permitted the problems to be viewed in proper 
perspective, the new provisions should be revised to provide: 

(1) logically consistent rules governing the amount taxable to share- 
holders and the charge to earnings and profits in the case of non-inven- 
tory distributions ; 

(2) retroactive application of the policy determinations incorporated 
in the new Code to relieve those who received non-inventory distribu- 
tions in past years in reliance on the rule established by many decisions 
prior to Hirshon and Godley; and 

(3) a clear-cut declaration of Congressional policy with respect to 
the attribution or non-attribution to a corporation of taxable gain on 
property which it distributes as a dividend in kind and which is subse- 
quently sold by its shareholders. 


loan proceeds of $100,000 which, under new I.R.C. §312(j), increases earnings and 
profits and results in a taxable dividend. The next year, still having realized no net 
income and having paid nothing on the debt, the corporation distributes its paid-in surplus 
of $100,000. Since I.R.C. §312(j) increases earnings by the amount by which the 
balance exceeds the undepreciated basis of the property, regardless of the fact that a 
like increase has already been used to support a taxable dividend, earnings will again be 
increased and the distribution of paid-in capital surplus will be taxed as a dividend. 
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Present law provides that the net income of a taxpayer shall be computed 
in accordance with the method of accounting regularly employed by the tax- 
payer, if such method clearly reflects the income, and the regulations state 
that approved standard methods of accounting will ordinarily be regarded as 
clearly reflecting taxable income. Nevertheless, as a result of court decisions 
and rulings, there have developed many divergencies between the computa- 
tion of income for tax purposes and income for business purposes as computed 
under generally accepted accounting principles. The areas of difference are 
confined almost entirely to questions of when certain types of revenue and 
expenses should be taken into account in arriving at net income. 

The changes embodied in the House bill and in your committee’s bill are 
designed to bring the income-tax provisions of the law into harmony with 
generally accepted accounting principles, and to assure that all items of income 
and deductions are to be taken into account once, but only once in the compu- 
tation of taxable income.* 


TueE Past Is PROLOGUE 


es and one-half years ago, two well-known tax and accounting 
experts speculated over cures for the tax versus accounting dilemma: 

How shall we cure this malpractice? A simple but probably impossible 
method would be, first, to revise existing statutes and regulations to agree with 
accepted accounting principles. . . .? 


Despite historical pessimism, the 83rd Congress has taken the first step 


toward equating tax and accounting theory. 
The 1939 Internal Revenue Code contained a deceptively accurate 


statement of accounting principles: 


Jacquin D. Bierman (B.S., New York University; LL.B., Yale Law School) is a 
member of the New York and District of Columbia Bars. 

Ricuarp S. HEtstein (B.A., Cornell University) is a certified public accountant in 
New York State. 

1 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 620 (1954) ; emphasis supplied. 

2Lasser and Peloubet, Tax Accounting v. Commercial Accounting, 4 Tax L. Rev. 343, 
357 (1949). : 
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The net income shall be computed upon the basis of the taxpayer’s annual 
accounting period . . . in accordance with the sieihed ¢ accounting regularly 
employed in keeping the books of such taxpayer ; 

The amount of all items of gross income shall be i: lad in the gross in- 
come for the taxable year in which received by the taxpayer, unless, under 
methods of accounting permitted under section 41, any such amounts are to be 
properly accounted for as of a different period.* 


The Regulations were likewise precise : 


The time as of which any item of gross income or any deduction is to be 
accounted for must be determined in the light of the fundamental rule that the 
computation shall be made in such a manner as clearly reflects the taxpayer’s 
income. If the method of accounting regularly employed by him in keeping his 
books clearly reflects his income, it is to be followed with respect to the time 
as of which items of gross income and deductions are to be accounted for.5 

Bases of computation and changes in accounting methods. (a) Approved 
standard methods of accounting will ordinarily be regarded as clearly reflect- 
ing income. A method of accounting will not, however, be regarded as clearly 
reflecting income unless all items of gross income and all deductions are treated 
with reasonable consistency. . . . All items of gross income shall be included in 
the gross income for the taxable year in which they are received by the tax- 
payer, and deductions taken accordingly, unless in order clearly to reflect the 
income such amounts are to be properly accounted for as of a different 
period... ® 

Superficially there appeared to be no problem. Both Congress and 
the Commissioner apparently agreed that the method of reporting tax- 
able income was to be guided by accepted principles of accounting. 
Nevertheless, such fantastic results as recently befell Mr. Moritz, the 
photographer, were the commonplace judicial and administrative depar- 
tures from the statutory and administrative expressions of tax account- 
ing principles. Mr. Moritz owned a chain of photography studios. 
Deposits of one-third of the price of the photographs were required 
at the time of selection of proofs. All portraits were finished with the 
understanding that the customer had the right to accept or reject them. 
If he rejected the finished portrait, his deposit would be refunded. 

Mr. Moritz did not consider these deposits on unfinished photographs 
as income at the end of his business year. At that time the profit was 
not yet earned. It would be a distortion of income to report the income 
in one year and the cost of finishing the photographs in the following 


3 L.R.C. §41 (1939). 

#T.R.C. §42 (1939). 

5 Reg. 118, Sec. 39.41-1. 

6 Reg. 118, Sec. 39.41-2, emphasis supplied. See also sec. 39.42-1: “When included 
in gross income. (a) In general. Except as otherwise provided in section 42, gains, 
profits, and income are to be included in the gross income for the taxable year in which 
they are received by the taxpayer, unless they are included as of a different period in 
accordance with the approved method of accounting followed by him.” 
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year. It was entirely possible that part of the deposits would have to 
be refunded, and that which Mr. Moritz might have to return could 
not be income to him. Finally, his accountant would not have treated 
these deposits as income in any statement which might be issued for 
credit purposes. However, in line with a series of decisions based upon 
the 1939 Code and prior laws, the Commissioner and the Tax Court 
held that the deposits constituted income in the year in which they were 
received.* 

This decision was not unusual. Rather, it reflected the general trend. 
Similar peculiar results have been reached in many industries and trades. 
Payments in advance to service companies on contracts for services to 
be performed in subsequent years have been held income in the year 
of receipt. Receipts from sale of coupon books for future services 
with right of cancellation and refund were income when received.® 
Advance payments of tonnage royalties were income even though no 
coal was mined in the year of receipt.1° Advertising received in advance 
was income in that year,’* as were rents received in advance, whether 
to be applied ratably or against the last year of lease,’ and even though 
such rents were customarily refunded to prospective tenants who were 
unable to occupy the premises.’* 

Overriding commissions earned on life insurance policies could not 
be spread over the terms of the policies even though they were subject 
to reduction or cancellation.’* Desposits on returnable containers con- 
stituted income despite experience indicating that 90 per cent would be 
returned.*® Airline ticket sales were income in the year of sale although 
transportation had not been furnished and the C.A.B. had directed the 
deferment of such receipts..° The segregation of receipts between com- 
mission on sales price and servicing fees for the two years subsequent 
to sale in order clearly to reflect income was not recognized. All was 
taxable income when received.** 

Manifestly, in these instances income was distorted and sound com- 
mercial accounting principles were violated. The basic reason for this 
divergent treatment lurked in the tax theory of accounting which cor- 


7 Wallace A. Moritz, 21 T.C. 622 (1954). 

8 Your Health Club, Inc., 4 T.C. 385 (1944). 

® South Tacoma Motor Co., 3 T.C. 411 (1944). 

10 C, H. Mead Coal Co., 31 B.T.A. 190 (1934). 

11 FE. B. Elliott Co., 45 B.T.A. 82 (1941). 

12 Renwick, et al. v. United States, 87 F.2d 123 (7th Cir. 1937). 

13 South Dade Farms, Inc. v. Comm’r, 138 F.2d 818 (5th Cir. 1943). 
14 Brown v. Helvering, 291 U.S. 193 (1934). 

15 Okonite Co., 4 T.C. 618 (1945), aff'd on other issues, 155 F.2d 248 (3d Cir. 1946). 
16 National Airlines, Inc., 9 T.C. 159 (1947). 

17 DoAll Tulsa Co., et al., 8 TCM 343 (1949). 
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related a “claim of right” to receipts with a clear reflection of income.’ 

Apparently this was based upon the “bird in hand” doctrine that the 
tax should be paid when the taxpayer had the money. This theory had 
even extended to income received under a claim of right “even if the 
recipient may not be entitled to receive it, may have to restore it later, 
or takes it under a dispute.” *® 

Similar doctrine had been applied to cases where the taxpayer had 
not received money; the right to the income was sufficient to support 
an accrual of income although cash was not available for payment of 
the tax. This led to the evaluation of the probabilities of receipt.” 
Only the fair market value of notes or other receivables received in 
exchange for the merchandise delivered or services rendered should have 
been taken into account.”* 

Prepaid income to the recipient may be prepaid expense to the payor. 
By a parity of reasoning, the expense deduction should be allowed in 
the year of payment. Accepted and conservative accounting principles 
deny this result. Here the 1939 Code and the Regulations agreed. Sec- 
tion 43 of the 1939 Code provided : 


The deductions and credits provided for in this chapter shall be taken for 
the taxable year in which “paid or accrued” or “paid or incurred,” dependent 
upon the method of accounting upon the basis of which the net income is com- 
puted, unless in order to clearly reflect the income the deductions or credits 
should be taken as of a different period. 


18 North American Oil Consolidated v. Burnet, 286 U.S. 417 (1932). 

19 See Lasser and Peloubet, supra note 2, at 353, 354, n. 2. See also Arrowsmith v. 
Comm’r, 344 U.S. 6 (1952); Shepard, Contingencies Affecting Income in PROCEEDINGS 
or New York Universiry TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 567 et 
seq. (1952). A few general exceptions were made in the case of advance receipts of 
subscription income when it had been customary to defer the income and expenses [see 
I.T. 3369, 1940-1 Cum. Buty. 46; but cf. Booth Newspapers, Inc., 17 T.C. 294 (1951)]; 
the percentage of completion method of accounting [see Reg. 118, Sec. 39.42-4(a) (1)]; 
the long-term contract method of accounting [see Reg. 118, Sec. 39.42-4(a) (2)]. 

20 Corn Exchange Bank v. United States, 37 F.2d 34 (2d Cir. 1930); Atlantic Coast- 
line Railroad Co., 31 B.T.A. 730 (1934), aff'd on other issues, 81 F.2d 309 (4th Cir. 
1936), where the Court held that where there was reasonable certainty as to uncol- 
lectibility, income would not have to be accrued. But cf. Higginbotham-Bailey-Logan 
Co., 8 B.T.A. 566 (1927) where sales were not reduced even though notification was 
received of goods to be returned. Here is highlighted the distinction between no income 
in the original instance and a right to income followed by a subsequent offset. 

21 Reg. 118, Sec. 39.22(a)-4; I.R.C. §111(b) (1939). See A. B. Culbertson, 14 T.C. 
1421 (1950); La Salle Cement Co. v. Comm’r, 59 F.2d 361 (7th Cir. 1932), cert. 
denied, 287 U.S. 624 (1932); Bates Motor Transport Lines, Inc. v. Comm’r, 200 F.2d 
20 (7th Cir. 1952) ; Burnet v. Logan, 283 U.S. 404 (1931). In the normal case, a receiv- 
able from a customer in the ordinary course of business is taken into account at one hun- 
dred cents on the dollar. But where the reasonable certainties of payment, and thus the 
fair market value, are less, only such lesser amount is really gross income. Only where 
subsequent events after receipt indicate worthlessness, in whole or in part, should the bad 
debt deduction be the method of adjusting net income. 
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The Regulations stated : 


“Paid or incurred” and “paid or accrued.” (a) The terms “paid or in- 
curred” and “paid or accrued” will be construed according to the method 
of accounting upon the basis of which the net income is computed by the tax- 
payer. (See section 48(c).) The deductions and credits provided for in chap- 
ter 1 must be taken for the taxable year in which “paid or accrued” or “paid or 
incurred,” unless in order clearly to reflect the income such deductions or 
credits should be taken as of a different period.” 


Generally speaking, prepaid expenses for services to be received in 
subsequent years were not deductible in the year of payment but were 
to be prorated over the term.”* The opposing theories of prepaid income 
and prepaid expense were logically irreconcilable. Consequently, excep- 
tions to the general rule were normally to have been expected. Thus, the 
expense of a national advertising campaign has been held to be deduc- 
tible only in the year expended and not to be carried as a deferred asset 
and charged off over the period of years which might have been bene- 
fited.2* Contrariwise, even though the full cost of a trade catalog had 
been fixed and agreed to, because only part of such cost was billed in 
the current year, the balance was not then accrued and deducted.> And 
most recently, expenses incurred in issuing a catalog were deductible 
in the year incurred, although a supply of the catalogs was on hand at 
the end of the year for use in future years.*® 

Aside from the occasional exceptions, double detriment developed 
whereby prepaid income was taxed in the year of receipt while prepaid 
expenses were deferred until the years of accrual. 

Another major area of controversy involved the creation of reserves 
or accrual of costs, applicable to income earned or accrued during the 


22 Reg. 118, Sec. 39.43-1. 

23 See Automatic Fire Alarm Co., 13 B.T.A. 1195 (1928); Higginbotham-Bailey- 
Logan Co., 8 B.T.A. 566, 577 (1927) ; D. K. McColl, P-H B.T.A. Mem. Dec. 41,050; 
Central Bank Block Ass’n v. Comm’r, 57 F.2d 5 (5th Cir. 1932); Comm’r v. 
Boylston Market Ass’n, 131 F.2d 966 (1st Cir. 1942); B. Cohen, 10 TCM 29 (1951); 
G.C.M. 23587, 1943 Cum. Butt. 213; cf. Comm’r v. The Hub, Inc., 68 F.2d 349 (4th Cir. 
1934) ; cf. also, Harry M. Levin, 21 T.C. No. 112 (1954), which indicates that the pre- 
payment, or as in that case the contract for future services, contemplates a real liability 
only in the subsequent years during which the services are to be performed. Since the full 
liability for the consideration to be received in the future does not mature untii the future, 
part of the deduction must be deferred until the later years. Also cf. Consolidated Apparel 
Co., 17 T.C. 570 (1951). 

24F, E, Booth Co., 21 B.T.A. 148 (1930); Colonial Ice Cream Co., 7 B.T.A. 154 
(1927). 

25 Carey Machinery & Supply Co., Inc. v. Hofferbert, 42 AFTR 1281 (D.Md. 1950). 

26 F, H. Sheldon & Co. v. Comm’r, — F.2d — (6th Cir. 1954), reversing 19 T.C. 481 
(1954), which had sustained the Commissioner and had deferred to later years the por- 
tion of the expenditure allocable to the undistributed catalogs. 
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year. The only reserves allowed by the 1939 Code were for bad debts, 
depreciation, and depletion. The explicit language of section 23 pre- 
vented other reserves, although in some cases ** the inequity was cir- 
cumvented by treating the addition to the reserve as a reduction of 
income rather than an estimated expense. If the liability was not definite 
and incurred in the taxable year, no deduction was allowable in the 
taxable year, although (1) common business experience and statistical 
probability indicated the likelihood of the expense; (2) business practice 
required that income be offset by such expense; (3) such an offset was 
necessary clearly to reflect income; and (4) such treatment was and is 
recognized by the American Institute of Accountants.”* 

Generally accepted principles of accounting apply income to the period 
in which it is earned and require that provision be made for expenses or 
reductions of income which experience indicates will act to reduce the 
net profit attributable to that period. The failure of tax theory to rec- 
ognize the validity of these deductions has resulted in a wide disparity 
in the amount of net profits or earnings reported for any one period 
and, in some cases, has worked serious harm. 

One of the more obvious hardship cases was that of a new and grow- 
ing business which shipped its product through a distributor. In such 
cases the distributor’s remittances commonly come only after the product 
has been sold. Unsold goods are returned. If the experience in the 
taxpayer’s industry indicated an average 50 per cent return, the following 
could have resulted : 


On Basis oF TAx ACCOUNTING 
First Year Second Year Third Year 








Shipments $1,000,000 $1,500,000 $2,000,000 
Returns — first year shipment 400,000 100,000 
second year shipment 600,000 150,000 
third year shipment 800,000 
Net sales $ 600,000 $ 800,000 $1,050,000 
Costs and expenses 580,000 775,000 875,000 
Net income $ 20,000 $ 25,000 $ 175,000 








27 Harrold v. Comm’r, 192 F.2d 1002 (4th Cir. 1951); Floyd Musgrove, 27 B.T.A. 
554 (1933); Bates Motor Transport Lines, Inc., supra note 21. 

28 AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 43, 
22 (1953): “This concept of current liabilities would include estimated or accrued 
amounts which are expected to be required to cover expenditures within the year for 
known obligations (a) the amount of which can be determined only approximately (as 
in the case of provisions for accruing bonus payments) or (b) where the specific person 
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On Basis oF ACCEPTED ACCOUNTING PRINCIPLES 
First Year Second Year Third Year 











Shipments $1,000,000 $1,500,000 $2,000,000 
Returns 500,000 750,000 1,000,000 
Net sales $ 500,000 $ 750,000 $1,000,000 
Costs and expenses 580,000 775,000 875,000 
Net profit or (loss) $ (80,000) $ (25,000) $ 125,000 
(Loss) carry-forward -- — (105,000) 
Net income — — $ 20,000* 








* After carry-forward of net operating losses. 


Thus, tax accounting principles under the 1939 Code would have 
taxed the new business on fictitious income of $220,000 rather than on 
true economic income of $20,000. The $200,000 difference was rep- 
resented by the returns of the third year’s shipments to be reported in 
the fourth year. This pyramiding would have continued until the sales 
of the business levelled off, and the recovery would not have been made 
until the business was on a downward curve, at which time it might not 
have been useful to the business because of the limitation on carry- 
backs of net operating losses.”® 

There are many other cases where deductions were not permitted 
through reserves or provisions for expenses which experience and usage 
demonstrated must occur. 

Where auditors examine books and records for a current year, and 
prepare end-of-year statements and tax returns, the major part of the 
services (if not all) will be performed in the subsequent year. Clearly, 
the charge applies against the operations of the year to be audited. 
Nevertheless, it has been held that if such services were not performed 
in the current year, the fee had not accrued and was therefore not deduc- 
tible in determining current year’s taxable income.*° 


or persons to whom payment will be made cannot as yet be designated (as in the case 
of estimated costs to be incurred in connection with guaranteed servicing or repair of 
products already sold).” For an approach justifying the cases, see Reiling, Tax Account- 
ing for Pricing and Other Reserves, 31 Taxes 990 (1953); Reiling, Practical Legal 
Aspects of Tax Accounting, 30 Taxes 1028 (1952). I.T. 3469, 1941-2 Cum. Butt. 107. 

229From 1942 until 1950 a two-year carry-back was allowed [I.R.C. §122(b) (1) 
(1939)]. For years from 1950 through 1953 a one-year carry-back was permitted 
[L.R.C. §122(b)(1) (1939)]. The 1954 Code authorizes a two-year carry-back 
[§172(b) (1) (A)]. With a return experience such as this, however, only 50 per cent of 
the accounts receivable should have been reported as income [I.R.C. §111(b) (1939) ]. 

80 McCauley-Ward Motor Supply Co., 10 B.T.A. 394 (1928). 
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Reserves to cover returnable containers were not permissible as deduc- 
tions,** and where the funds were not segregated they constituted income 
in the year received to the extent that they exceeded repayments in the 
current year covering current and prior years’ deposits.*” 

Reserves for returns of magazines,** for cash discounts on accounts 
receivable,** for costs of collection of installment contracts,®° and for 
estimated freight charges on goods shipped in the current year, which 
were to be deducted from billings upon remittance by the agent in the 
subsequent year,*® were all denied. Such results persisted despite the 
fact that the property received in exchange for the sale, whether an 
account or note receivable or an installment contract, was not worth 
one hundred cents on the dollar, and the property was to be included in 
income at its fair market value.*? 

Because of this unreal accounting conception, inconsistencies occa- 
sionally developed where the distortion of income was so great that 
departure from good accounting principles seemed intolerable. 

Under the general rule the estimated cost of removing goods from a 
warehouse could not be excluded from income even though storage 
contracts required such removal; ** the cost or liability was not fixed or 
definite. In the identical type of case,®® a reserve for labor cost of 
removal was allowed because the customers were separately charged for 
it and because the taxpayer had consistently set up such a reserve. 

Amounts set aside in a reserve each year could not be deducted in 
anticipation of liability under the terms of a lease to replace the prop- 
erty “as good as new” when the leased property was returned to the 
lessor.*° Similarly, estimated costs of refilling sand and gravel pits 
under a city ordinance which even required a bond covering such esti- 
mated cost were not deductible.** But more recently estimated costs of 
refilling land after strip-mining were allowed.* 


31 Northwestern States Portland Cement Co. v. Huston, 126 F.2d 196 (8th Cir. 1942) ; 
LaSalle Portland Cement Co., 4 B.T.A. 438 (1926). 
32 Fort Pitt Brewing Co. v. Comm’r, 210 F.2d 6 (3d Cir. 1954), cert. denied, June 1, 
1954. 
83 Readers Publishing Corp. v. United States, 40 F.2d 145 (Ct. Cl. 1930). 
84 American Cigar Co., 21 B.T.A. 464 (1930), aff'd on other issues, 66 F.2d 245 
(2d Cir. 1933). 
35 Buck Mercantile Co., 6 B.T.A. 285 (1927). 
86 Monarch Cooperage Co., 13 B.T.A. 929 (1928). 
87 T.R.C. §111(b) (1939) ; Reg. 118, Sec. 39.22(a)-3, 4. 
38 Capital Warehouse Co., Inc. v. Comm’r, 171 F.2d 395 (8th Cir. 1948). 
39 Tower Warehouses, Inc., 6 TCM 59 (1947). 
40 William J. Ostheimer, 1 B.T.A. 18 (1924). 
41 Atlas Mixed Mortar Co., 23 B.T.A. 245 (1931). 
42 Harrold v. Comm’r, supra note 27. 
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Returns, in a subsequent year, of current year’s shipments were de- 
ductible only in the year received,** and a provision for allowances on 
account of defective merchandise sold was not allowed.** Vacation pay 
was not accruable since the amount was not fixed due to possible sever- 
ance, strikes, etc.,*° although when the amounts were fixed by contract, 
they were deductible.*® Reserves for salesmen’s commissions which 
would become due when the accounts receivable were paid were not 
deductible, although the income had to be reported in the year of the 
sale.** Volume discount and a bad debt reserve were deductible but a 
cash discount reserve was not deductible because it was contingent upon 
timely payment.*® Subscription income could be deferred over the life 
of a subscription if the expenses incurred in obtaining the subscription 
were likewise deferred.* 


THE INTERNAL REVENUE CopE oF 1954 


The Internal Revenue Code of 1954 is supposed to have removed 
these divergencies between sound commercial accounting and tax-account- 
ing. But it does so in rather cautious fashion. 

Section 446 provides: 


(a) General rule—Taxable income shall be computed under the method 
of accounting on the basis of which the taxpayer regularly computes his 
income in keeping his books. . . . 

(c) Permissible methods.—Subject to the provisions of subsections (a) 
and (b), a taxpayer may compute taxable income under any of the following 
methods of accounting— 

(1) the cash receipts and disbursements method ; 

(2) an accrual method; 

(3) any other method permitted by this chapter; or 

(4) any combination of the foregoing methods permitted under regula- 
tions prescribed by the Secretary or his delegate. 

(d) Taxpayer engaged in more than one business.—A taxpayer engaged 
in more than one trade or business may, in computing taxable income, use 
a different method of accounting for each trade or business. 


43 Celluloid Co., 9 B.T.A. 989 (1927). 

44Lawton Mills Corp., 14 B.T.A. 775 (1928); Trorlicht-Duncker Carpet Co., 22 
B.T.A. 466 (1931). 

45 Tennessee Consolidated Coal Co., 15 T.C. 424 (1950). 

46 1.T. 3956, 1949-1 Cum. Butt. 78. 

47 Reuben H. Donnelly Corp., 22 B.T.A. 175 (1931). 

48 A. C. Becken, Jr., 5 T.C. 498 (1945). 

49 1.T. 3369, 1940-1 Cum. Buty. 46. But cf. I-R.C. §23(bb) (1939) and LR.C. §173 
(1954), which permit the expenses to be deducted currently despite the deferral of the 


income. 
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Aside from some language variations, section 446(a) appears to carry 
the identical rules stated by section 41 of the 1939 Code, and the Com- 
mittee Reports do not indicate any difference in intention.®° 


Section 451(a) provides: 


(a) General rule—The amount of any item of gross income shall be in- 
cluded in the gross income for the taxable year in which received by the tax- 
payer, unless, under the method of accounting used in computing taxable 
income, such amount is to be properly accounted for as of a different period. 


With minor changes in a few words, section 451(a) is identical with 
section 42(a) of the 1939 Code.™ 
Section 461(a) provides: 


(a) General rule—The amount of any deduction or credit allowed by this 
subtitle shall be taken for the taxable year which is the proper taxable year 
under the method of accounting used in computing taxable income. 


This language is considerably simpler than section 43 of the 1939 Code, 
but as the Committee Reports state: 


Section 461 adopts the provisions of section 43 of the 1939 Code in 
rearranged form.*? 


At this point the 1954 Code would have continued the distortions of 
existing case law unchanged. 

To convert tax accounting to sound accounting principles, Congress 
deemed it necessary to enact three specific provisions: section 452 re- 


50 Sen. Rep. No. 1622, op. cit. supra note 1, at 300 et seq.: 

“This section includes the portions of section 41 of the 1939 Code relating to methods 
of accounting. Subsection (a) provides the general rule that the regular method of 
accounting used in keeping the books of the taxpayer is to be used in the computation of 
income for tax purposes. ... These provisions rearrange and clarify the provisions of the 
1939 Code. . 38 : é 

“In subsection (c) the permissible methods of accounting subject to the provisions of 
subsections (a) and (b) are enumerated. All methods of accounting recognized under 
existing law are continued. In addition one or more hybrid methods may be authorized 
in the regulations issued under paragraph (4). One such method, in the case of a small 
retail store, will be an accrual of items affecting gross income such as purchases, sales of 
goods, accounts payable, and accounts receivable. In such a case items of deductions 
such as rent, interest, clerks’ salaries, insurance and similar items may be accounted 
for ona cash basis. Any such hybrid method is, of course, subject to the requirements 
of subsection (b) that there be a clear reflection of income under the method. 

“Subsection (d) codifies existing case law. It appears to your committee that the 
House committee report is not clear as to the treatment accountingwise of the personal 
affairs of an individual taxpayer. Accordingly, to clarify this point your committee 
intends that this provision does not require that an individual taxpayer maintain his 
personal affairs on the same accounting method as he uses for the conduct of his trade 
or business although he may adopt or use a different method of accounting for each 
separate trade or business.” 

51 Sen. Rep. No. 1622, op. cit. supra note 1, at 301: “Section 451. General rule for 
taxable year of inclusion. This section is identical with section 451 of the bill as passed 
by the House and continues the provisions of section 42(a) of the 1939 Code. The 
method of accounting employed in computing taxable income must, under section 446, 
be a method which clearly reflects income. . . .” 
52 Sen. Rep. No. 1622, op. cit., supra note 1, at 305. 
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lating to prepaid income; section 462 relating to reserves for estimated 
expenses, etc.; and section 1341 relating to computation of tax where 
taxpayer restores substantial amount held under claim of right. Appar- 
ently complete confidence is still lacking that accepted accounting prin- 
ciples will produce desirable tax results. The enactment of the specific 
rules appears to carry these consequences : 

(1) Commercial accounting principies cannot be relied upon com- 
pletely to govern the computation of taxable income, except in so far 
as they may be used as a guide in interpreting sections 452, 462, and 1341. 

(2) In the absence of a contrary rule, existing tax accounting prin- 
ciples will be applicable. 

(3) Whether the changes made by the Revenue Act of 1954 really 
“bring the income tax provisions of the law into harmony with gen- 
erally accepted accounting principles” is yet to be determined. 


SecTion 452—RuLes RELATING TO PREPAID INCOME 


In general and subject to specific rules, this section permits income 
received in advance to be reported over a period of years. It applies 
both to corporate and non-corporate taxpayers, and its provisions are 
available only if properly elected. 

The rules apply not to taxpayers as taxable entities but to each separate 
trade or business maintained by the taxpayer.®* They are not available to 
a trade or business which uses the cash disbursements method of account- 
ing.** 
cash-accrual system for a single trade or business,®® some question may 


Since there is now statutory sanction for the use of a hybrid 


arise as to the availability of section 452 in such instances. It would 








53 T.R.C. §452(d) (1) (1954), Unless otherwise noted, all section numbers hereafter 
refer to the 1954 Internal Revenue Code. Sen. Rep. 1622, op. cit. supra note 1, at 303. 
Where there has been a tax-free liquidation of a subsidiary under section 332 or a tax- 
free reorganization (excluding any corporate division such as a split-up, split-off, or spin- 
off), the successor corporation in such a transaction will continue to use the method of 
accounting for prepaid income and estimated expenses which was elected by the prede- 
cessor corporation. If the predecessor made such election, and the acquiring corporation 
elected not to estimate expenses or defer income, the method of accounting to be used by 
the successor corporation will be set forth in the Regulations. This is also true if there 
was more than one predecessor corporation, each having a different method of account- 
ing for prepaid income and estimated expenses. [I.R.C. §381(c)(4)]. However, if the 
successor corporation continues the business of the predecessor corporation, and such 
business is different from that of the acquiring corporation, the acquiring corporation will 
probably be permitted to continue the method of accounting used by the predecessor for 
the business taken over from the predecessor and to continue its own method of account- 
ing for its trade or business. 

54 Sec. 452(d) (1). 

55 Sec. 446(c) (4) ; Sen. Rep. No. 1622, op. cit. supra note 1, n. 50. 
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seem that if the cash method is used in reporting gross income, section 
452 cannot be used; on the other hand, if gross income is reported on 
the accrual method, it can be, even though certain expenses are reported 
on the cash basis. 

There is also statutory blessing for the use of different accounting 
methods for different businesses operated within the same taxable entity.™ 
Thus, section 452 may apply to some and not to others. A separate elec- 
tion must be made for each. The right to the election is absolute for a 
taxpayer’s first taxable year beginning after December 31, 1953 and end- 
ing after August 16, 1954, in which prepaid income is received in the 
business.** Thus, if prepaid income is not received by a business until 
some later year, the election is an absolute right in the first year of 
receipt. No consent of the Secretary or “his delegate” is required. A 
taxpayer coming into existence in 1956 or starting a new business that 
year has an absolute right to an election at that time.°* The fact that 
an election has been made for one business will not preclude another 


56 Sec. 446(d). 

57 Sec. 452(d)(3)(A). It does not apply to fiscal years beginning before Jan. 1, 
1954, although ending after Aug. 16, 1954. “Temporary Rules Relating to Income Tax 
Administrative Matters Under Internal Revenue Code of 1954’ were proposed by the 
Commissioner on Aug. 26, 1954 (Fep. Rec. 5490 (Aug. 27, 1954)). Paragraph 8 con- 
tains rules relating to the exercise of the election to defer prepaid income under 
section 452, as follows: 

“The election shall be made by a statement attached to the taxpayer’s return for the 
first taxable year to which the election is applicable. This statement shall show: 

“(1) The method of accounting used by the taxpayer in the particular trade or 
business ; 

“(2) The nature of the prepaid income, for example, ‘rent from real estate’ or ‘rents 
and royalties’ ; 

“(3) The period over which the liability described in section 452(e) (2) exists under 
each class of contract; f . : 

“(4) The taxable years and the amounts of prepaid income to be included in gross 
income for each year ; and . 

“(5) The method of allocation. : 

“If any part of the prepaid income is connected with a liability of indefinite duration, 
that fact shall be noted under (3) and the prepaid income shall be apportioned as 
between items with respect to which the period of liability is definite and as to which 
the period of liability is indefinite.” 

Paragraph 4 represents an excessive requirement in the “short period income” case and 
in the indefinite period case. In the short period income instance, while the period or the 
liability may be known, it may not be possible to predict in what years the income will be 
earned and in what proportions. This is likewise true in the “indefinite period income” 
case. The most that can be ventured is an estimate. Since short period income is to be 
reported as earned, any estimate is subject to revision and cannot be binding. Further- 
more, it has been indicated previously that the indefinite period income computation is to 
be periodically revised as experience indicates. 

Paragraph 8(b) provides that if consent is required for the election, applications for 
consent will not be accepted before the date of the promulgation of the regulations under 
section 452. However, a reasonable period of time is promised in which such consent 
can be applied for if the taxable year for which the consent is necessary ends before the 
Regulations are promulgated. 

58 Sen. Rep. No. 1622, op. cit., supra note 1, at 303. 
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election for the first subsequent year in which another business receives 
prepaid income. This election must be made not later than the date 
prescribed for the filing of the return for the first taxable year in which 
the prepaid income is received by a business.*® If the taxpayer has 
obtained an extension of time for filing its return, the time for making 
the election is extended until the due date for filing the return under the 
extension. If the return is filed prior to the last date authorized for 
filing, it would appear that the election can still be made up to that date. 
The election can be made with the consent of the Secretary at any later 
time.°° The manner of making the election is subject to legislative regu- 
lations to be issued by the Secretary." Unless there is a proper election 
under section 452 © to defer income, prepaid income must be reported 
in the year of receipt as prescribed by the cases under the 1939 Code.* 

Section 452 applies to amounts received, includible in income, only “in 
connection with and directly attributable to a liability extending beyond 
the close of the taxable year in which the amount is received.” It 
does not include in the category of “prepaid income” amounts considered 
as gain from the sale of capital assets, whether long-term or short-term.” 
If the amount is not includible in income, such as a security deposit ® 
or a loan ® or an amount received to which there is no unrestricted right,®* 
then section 452 has no application. 

The continuing liability must be to render services, furnish goods or 
other property, exclusive of capital assets of the seller, or to allow the 
use of property.® The fact that it must extend beyond the close of the 
taxable year in which the prepaid amounts are received does not mean 
the liability must exist for more than twelve months. If a calendar year 


59 Sec. 452(d) (3) (A). 

60 Sec. 452(d) (3) (B). 

61 Sec. 452(d) (1). An election, in the case of a partnership, to defer income under 
section 452 must be made by the partnership and not the partners separately. I.R.C. 
§703(b). 

62 Sec. 452(d) (1). 

63 Cf, ILR.C. §§452(e) (3) and 451(a). 

64 Sec. 452(e) (1). 

65 Sec. 452(e) (1). 

66 Clinton Hotel Realty Corp. v. Comm’r, 128 F.2d 968 (5th Cir. 1942); Warren 
Service Corp. v. Comm’r, 110 F.2d 723 (2d Cir. 1940). 

67] Mertens, Law oF FEepeRAL INcoME Taxation 225 §5.24; Atlantic Refrigerating 
Co., P-H B.T.A. Mem. Dec. 42,382. 

68 See note 18 supra. 

69 Sec. 452(e) (2). Sen. Rep. No. 1622, op. cit. supra note 1, at 303 states: “Liability 
includes a liability to render services such as a television service contract if the contract is 
a bona fide and separate transaction and not merely a guaranty incidental to and part of 
the sale of a product. For treatment of items incidental to sales, see section 462.” From 
this it would appear that merchandise-guaranty-service sales should be segregated into 
two contracts if the guaranty-service income is to be deferred. 
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corporation, for exaniple, should receive in November of 1954 prepaid 
rental for the ensuing six months, it could elect to defer the income 
under section 452. It is immaterial whether payment for the services 
or the goods or the use of property is a capital expenditure or an ordi- 
nary expense to the payor, so long as the gain is not treated as gain to 
the seller from the sale of a capital asset. Here, capital assets would be 
those defined in section 1221. Gain from the sale or exchange of non- 
capital assets, which is “considered” as gain from the sale or exchange 
of capital assets, is also eliminated from the election under section 452.” 

Under section 452 there are four types of prepaid income. Each is 
governed by the length of time the liability is to continue. This time- 
span is to be determined at the time of the receipt of the advance income: 


(1) where the liability for the prepaid income is to terminate within 
five years after the year of receipt (this is known as the “short period”’) ;7 

(2) where the liability for the prepaid income is to extend beyond 
five years after the year of receipt (this is known as the “long period”’) ;” 

(3) where the liability for the prepaid income is to extend for an 
indeterminate period, e.g., coupon books, service tickets, etc. (this is known 
as the “indefinite period”’ ) ; ** and 

(4+) where the liability for the prepaid income is to terminate within 
twelve months.”* 


Short period income. Short period income may be reported in accord- 
ance with the taxpayer’s method of accounting over the period of liability, 
including the year of receipt and the next five years. Although the 
Committee Reports are elliptical, there is apparently no authority for 
reporting the prepaid income ratably in each year.* The accounting 
method used by the taxpayer under section 446 shall govern. Thus, an 
accrual-basis taxpayer receiving prepaid income for a business would 
report the advance receipts as income for the years earned and to the 
extent earned in each year. It does not seem possible, for example, to 


70 As for example, property used in the trade or business subject to I.R.C. §1231 and 
patents subject to §1235. 

71 Sec. 452(a) (1). 

72 Sec. 452(b). 

73 Sec. 452(a) (2). 

74 Sec. 452(d) (2). 

75 Sec. 452(a) (1). 

76 Sen. Rep. No. 1622, op. cit., supra note 1, at 301 states: 

“The income is to be allocated over the period when earned in accordance with the 
taxpayer’s method of accounting. The income need not be allocated equally. Thus if 
the fifth year’s rent under a lease is paid in advance, the taxpayer-lessor may, instead of 
including the amount in income when received, elect to allocate the rent to his taxable 
period corresponding to the fifth year of the lease if such practice is proper under the 
method of accounting employed by the taxpayer. If the entire rent for the 5 years was 
received in advance, the rent might be apportioned pro rata over the corresponding 
taxable years of the taxpayer in accordance with the method of accounting. .. .” 
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receive payment in advance for work to be done over three years and 
report the income ratably if 60 per cent of the work is to be completed 
the first year, 30 per cent the next, and 10 per cent the last year. So 
too, in the case of advance payment for merchandise, income would 
probably be reportable as the goods were shipped or delivered. 

When will the liability be considered to end within five years after 
the year of receipt of the prepaid income? ‘’ Certainly when contract 
terms call for such performance. If they are silent as to duration or if 
there is no formal contract, then the rules relating to the indefinite period 
would probably apply.”® 

The language of section 452(a)(1) does not provide that prepaid 
income shall be spread over five years after the year of receipt. This is 
only the maximum period of deferment—in the absence of subsequent 
events. A liability to perform over a three year period will only sustain 
a three year spread of income. 

However, if prepaid income is expected to be short period income 
and the liability does in fact not end until after the five-year period fol- 
lowing the year of receipt, other rules are required. If the liability is 
scheduled to terminate within two years after the year of receipt but 
actually continues for four, then the income should be reported over this 
period. If the liability is to end four years after the year of receipt but 
continues for two more years, the rule would seem to be (a) to report 
full unreported balance of income for the fifth year, or (b) to obtain 
the Secretary’s consent to report the unreported balance at the end of 
the fifth year over the remaining term of the liability. It does not 
appear that the extension of the term of liability must occur through an 
“Act of God” or a circumstance beyond the taxpayer’s control. Presum- 
ably, voluntary extensions will extend the period for reporting the income. 

Nor does it appear that there shali be any revision of prior years’ 
taxable income which might lead to a refund claim or a deficiency. Since 
the prepaid income each year is to be reported according to the amount 
earned under the accounting method used, each year should be correct 
and independent of subsequent events. 

Long period income. Income which is received in advance, the liability 
for which extends over a “long period,” must be reported on a pro rata 
basis over the year of receipt and the ensuing five taxable years.*° Thus, 


77 In all the cases of deferred income the liability for performance is to be determined 
at the time of the receipt of the prepaid income. 

78 The indefinite period need not be in excess of five years from the end of the year of 
receipt of the prepaid income. Only if experience indicates that performance will take 
longer than six years would there be any difference between the short period and the 
indefinite period computation. 

79 Sen. Rep. No. 1622, op. cit. supra note 1, at 301. 

80 Sec. 452(b). 
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one-sixth is included in each of the six years commencing with the year 
of receipt. It is immaterial that the liability may extend, for example, 
for ten years; the prepaid income must, nevertheless, be reported ratably 
over the six-year period. However, if the Secretary’s consent is received, 
long period income may be reported over a longer period than six years 
and in different proportions than the equal amounts required by the 
general rule. 

As in the case of short period prepayment of income, the advance 
payment need not be for a liability to be performed until some years in 
the future. Typical of these cases would be a prepayment of rent for the 
last year of the lease. Indeed, the Senate Finance Committee gives as 
an example a taxpayer-lessor who received in the first year the last year’s 
rent on a ten-year lease, annual rental being $6,000. Under the general 
rule the $6,000 must be allocated $1,000 to each of the first six years 
of the lease (which would result in a total of $7,000 reportable income 
for each of those years, $6,000 for each of the next three years, and 
zero in the final year). However, the Committee goes on to say that it 
is possible for the Secretary or his delegate to permit the taxpayer to 
defer the advance payment until the tenth year when it will be earned.” 

The relative desirability of the methods available depends upon the 
special circumstances in each case and upon a projection of income and 
expenses. For instance, if a declining balance method of depreciation 
is used,** it may be desirable to report the prepaid rent ratably, and not 
in the sixth year when the effective depreciation allowance will be con- 
siderably lower than the first five years. The possibility of personal 
holding company qualification will also be a determinant in the method 
to be used of deferring income, particularly from royalties, interest 
received in advance, and other personal holding company income.* 

Indefinite period income. When the liability for prepaid income is to 
extend over an indefinite period, a combination of the short period and 
long period methods is prescribed.** Thus, the portion of the advance 
payment which will be earned in the year of receipt and the following 
five years shall be reported for such years as if the liability did not con- 
tinue beyond that term; and the remaining amount shall then be allocated 
equally one-sixth to each of such six years. 

The Senate Finance Committee gives as an example a case in which a 
taxpayer has sold repair service coupons. The taxpayer’s experience in- 
dicates that 70 per cent of the coupons paid for in advance will be re- 


81 Sen. Rep. No. 1622, op. cit. supra note 1, at 302. 
82 Ibid. 
83 Sec. 167(b) (2), (3), or (4). 
84 See Subchapter G, Part II, particularly §543. 
85 Sec. 452(a) (2). 
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deemed during a five-year period (apparently commencing in the year fol- 
lowing the year of receipt) and 30 per cent will be subject to a liability 
of indefinite duration. In its example, the Committee projects as income 
the determinable 70 per cent for each of the five years in the amounts ex- 
pected to be earned and prorates the remaining 30 per cent over the entire 
six-year period at the annual rate of 5 per cent.*® 

The Committee Report also indicates that the amounts reportable each 
year will be revised as reassessment of experience over the term indicates 
the need for change. It is further stated quite categorically, in contrast 
to the wide latitude extended to the Secretary in the statute, that “it is 
not contemplated that under any circumstances will he [the taxpayer] 
ordinarily be able to defer reporting any prepaid income beyond the fifth 
year after the year of receipt.” ** 

Liability for 12 months or less. There will be cases where a taxpayer 
has elected to defer income for a particular business and receives income 
in advance for a liability which will expire within 12 months. The 
statute contemplates that Regulations will permit such a taxpayer to 
include such prepayment in the year of receipt.** This will, of course, 
apply only where the liability period overlaps two or more taxable years.*” 
It is to be expected that the taxpayer will be permitted to elect this alterna- 
tive treatment, but that it will not be permitted to vary such treatment from 
year to year. Otherwise unexpected distortions in the pattern of income 
could easily develop. It is also expected that consistency will be required 
with respect to all the items of income for which liabilities extend for 
less than 12 months. 

General rules. In the case of the death of a taxpayer or the termination 
of the business, all of the remaining deferred prepaid income shall be 


86 Sen. Rep. No. 1622, op. cit. supra note 1, at 302: 


eee GE ROQRIT SECURE SOOURONS s. 6.5.6.4 <cmalen's sisines sm'sbstie Vaaleeas ch 50 fewecce n.cke $1,000 
On the basis of experience it is known that the coupons will be used as follows: 
Se AROMAT AR AR, OEE MOOR sn canis dc avindiea ana nasedesaars $500 
Be Peper WE Me SEROEE FORL.. coc ccacscccsccwscteeivinsecs 100 
5 Cee tei Elie OE, PORE So sscis sk coes walebeks suidiaens 50 
io ee ge een rer err ene ee 30 
ZB OPCS Tie: SS TETANA  YOOE oa ia obs eh chalsAl sc geebes 20 
S| RRA Ee Sort fart Ue etn tld tee te Ph ait 700 
Amount to be accounted for in short period..................eeeeeeee 700 
Amount subject to liability of indefinite duration...................... 300 
Amount to be accounted for each year, one-sixth of $300.............. 50” 


87 Ibid. at 302. 

88 Sec. 452(d) (2). 

89 Since taxable years are involved in these calculations, a series of short periods, as in 
cases of entering or leaving consolidated returns, could produce three taxable years 
within a period of less than 12 months. 
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reported in the year of death or termination.®*® Likewise, if the liability 
should end prior to the period in which it was expected to end, the total 
amount of unreported, deferred income shall be reported in the year in 
which the liability terminates.™ 

The election to spread the income received in advance applies to all 
prepaid income for the trade or business for which the election is made, 
beginning with the year of the election; ® it does not apply to prepaid 
income received before the first taxable year for which the election is 
made even if the income was not earned until the taxable year.** The 
election cannot thus afford the basis for a refund claim for prior years. 

Besides providing a better correlation between accepted accounting 
principles and tax accounting, section 452 would seem to permit business 
considerable latitude in planning and in expansion. For example, long- 
term contracts for services or goods can be sold in advance by giving 
special discounts. The income received can be reported over the period 
of the service. Thus, working capital or expansion capital can be obtained 
through advance income and the taxes deferred beyond the year of 
receipt. 

A combination of the new rules eases considerably the financial burden 
of new business development. For example, advance royalties may be 
deferred and reported in the years earned and the cash received can be 
utilized to develop additional properties. Research and development 
expenses attributable to these additional properties can be written off 
either in the year incurred or over 60 months (or more), beginning with 
the month in which royalties aré first earned on the new property 
developed.** Furthermore, whether cost or percentage depletion is taken, 
the net income will be reflected in the year in which the royalties are 
earned. 

Royalty agreements can be made more flexible. Where such agree- 
ments provide for minimum payments each year and that when the mini- 
mum is not earned, the unearned amount shall be applied against excess 
over the minimum in subsequent years, it is no longer necessary to report 
the advance income until it is earned. No tax has to be paid on amounts 
which may have to be refunded or which may apply to future years. 


90 Sec. 452(c) (2). 

91 Sec. 452(c) (1). 

92 Sec. 452(d)(2). In the absence of a new election it would thus be necessary to 
defer all prepaid income attributable to the trade or received in subsequent years, 
although conditions might make it more desirable to report such income upon receipt. 

93 Sec. 452(d)(2). This includes prepaid income received in 1953 but not earned 
until 1954. Sen. Rep. No. 1622, op. cit. supra note 1, at 303. 

94 Sec. 174. 
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Section 452 has many other, and possibly presently unrealized, ramifi- 
cations. Where there is a potential accumulated earnings tax,” deferment 
of income will have at least two effects: (1) it will reduce the annual 
exposure to the tax by reducing the accumulated taxable income; and 
(2) it will substitute a deferred income account on the balance sheet for 
an immediate increase in surplus. On the other hand, reporting the full 
income paid in advance in the year of receipt may once and for all con- 
clude the possible accumulated earnings tax liability with respect to such 
income.** The likelihood of a sizeable cash account on the balance sheet 
being used as a support for the assertion of such tax seems quite remote 
in view of the continuing liability. Particularly is this true since these 
factors would be presented to the Secretary’s delegate and would thus 
throw the burden of proving the unreasonableness of the accumulation 
on the Secretary.” 

In this area, it must always be remembered that the deferral of income 
does not necessarily mean that there will also be cash retained in the 
business. It is thus possible for tax and other liabilities to be presented 
in the future when the liquid asset position may be inadequate to satisfy 
them. Proper accounting safeguards should be maintained to insure 
sufficient reserves to meet the forthcoming liabilities. 

These considerations present the question whether books of account 
must be kept on a deferred basis if the income is so reported under 
section 452. There was no comparable correlation under the 1939 Code. 
There, the fact that the books and records reflected prepaid income in 
the year earned did not bar the Commissioner from collecting a tax in 
the year of receipt. Nor should the fact that the books of account reflect 
the income in the year received prevent an election to defer under section 
452. It may be, however, that the Regulations will require the books to 
be kept on the deferral method before an election can be made under 
section 452; there is a legislative basis for this position.** 


95 Subchapter G, Part I. 

96 There is a danger of a section 531 problem when a business terminates or a liability 
for services or goods suddenly ends; then all of the remaining deferred income must be 
reported. This will increase the accumulated taxable income, and there may not be 
sufficient assets to pay dividends. 

97 Sec. 534. 

98 Section 446(a) correlates the method of computing taxable income with the method 
of accounting used in keeping the books. Section 446(c) gives no help in defining the 
various methods of accounting. Section 446(e) requires permission of the Secretary for 
a change in the method of accounting used in computing taxable income, although it 
recognizes implicitly that the method can be changed on the books. Sen. Rep. No. 1622 
(op. cit. supra note 1, at 300) holds that a “change in the method of accounting” includes 
not only a change in the general method, such as cash to accrual, but also “a change in 
the treatment of a material item, such as a change in the method of valuing inventory, 
or a change from an accrual method without estimating expenses to an accrual method 
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The possibility of personal holding company tax or potential accumu- 
lated earnings tax liability has been adverted to before as a factor to be 
considered in the method of deferment selected. It is also a factor in 
deciding whether to defer at all under section 452. The inevitable traps 
may be sprung if termination of the liability or the business unexpectedly 
bunches income which would otherwise have been spread over additional 
years. 

How about the correlation between section 452 and section 1301 
relating to compensation from employment extending over 36 months, 
or section 1302 relating to income from an invention or artistic work, 
or section 1235 relating to income from the sale or exchange of a patent? 
A patent may or may not be a capital asset.°® An artistic work, as 
defined in section 1302, may not be a capital asset.?” 

Conceivably, the use of section 452 in the bunched employment income 
instance could destroy the 80 per cent test of section 1301(a)(3), and 
thus make that section inapplicable. This could occur only when the 
80 per cent received covered not only past but future services as well. 
But the language of section 1301 refers only to “compensation . . . 
received or accrued in the taxable year. . . .” 7° Suppose 100 per cent 
were received in the third year of work, and was.allocable 80 per cent 
to the three years preceding receipt and 20 per cent to the next two years. 
Could the tax on the 80 per cent be computed by including it ratably 
over the three years of work done, and the tax on the 20 per cent be 
determined by including it in gross income for the next two years under 
section 452? Probably it could. The tax on the compensation “included 
in the gross income,” computed under section 1301 for the year of receipt, 
would be based only upon the 80 per cent included that year. 

The language of section 1302(a)(3) is somewhat different: “. . . the 
amounts . . . includible in gross income for the taxable year. . . .” 
With the same state of facts relating to royalties from an artistic work, 
it would seem that the 80 per cent could be taxed by assuming its inclu- 


with estimated expenses, or vice versa, or a change in the method of depreciating any 
property. A change in the method of accounting is a substantial change as distinguished 
from each change in the treatment of each item.” If the treatment of a material item, 
such as the deferment of income, is accorded the status of an accounting method, it 
would seem that the books should be kept on this basis. See Reg. 118, §39.41-2(c). 

99 See I.R.C. §1221. 

100 Sec. 1221(3). Section 452 does not apply to amounts treated as gain from the 
sale of capital assets. If the patent is not a capital asset, but the proceeds from the use 
thereof are taxed as capital gain, section 452 would not apply. Section 452 would apply 
to payment for artistic work or employment income. 

101 Section 452 would not disturb the 80 per cent test for the year of receipt under 
section 1301(a) (3), since section 452(e) (3) provides that prepaid income is considered 
received in the year of receipt (under section 451), despite its deferral for tax purposes 
over succeeding years. 
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sion in the three preceding years and the 20 per cent could be deferred 
until the following two years. 

Only income received in advance in connection with a trade or business 
can be deferred under section 452. Does this include amounts received 
as ordinary income for a covenant not to compete for, say, five years 
received in conjunction with the sale of a business? Does it include 
interest received in advance by an investor who may not be in the busi- 
ness of lending money? Does owning one parcel of real estate as an 
investment constitute a trade or business so that advance rentals can be 
deferred? Is the taxpayer, consultant to the new owners of a business 
sold by him, engaged in a trade or business? 

This concept of a trade or business has been codified into a catalyst 
for tax consequences in many places in the 1954 Code.” In this area, 
it seems to revise the abandoned distinction between a “trade or busi- 


ness” and an activity carried on for profit.’ 


SecTION 462—RuLEs RELATING TO ESTIMATED EXPENSES, ETC. 


In general and subject to specific rules, section 462 permits taxpayers 
to provide reserves for expenses and to deduct the additions to such re- 
serves in the year in which the expense is estimated. The right to use 
section 462 is attendant upon the same conditions established for the use 
of section 452. Thus: 


(1) An election must be made; 
(2) The election is made with respect to a particular trade or business 
carried on by the taxpayer and not by the taxpayer as an entity ; *® 


(3) It is available only if the cash receipts and disbursements method 


of accounting is not used ; *°° 


(4) The election may be made without the Secretary’s consent for 
the first taxable year beginning on or after January 1, 1954 and ending 
after August 16, 1954 for which a trade or business has estimated ex- 
penses ; 7°? thereafter the consent of the Secretary is needed ; *** 


102 As for example, to list only a few: I.R.C. §165(c)(1) relating to losses; §166(d) 
relating to bad debts; §172(d) (4) relating to net operating losses; §346(b) relating to 
partial liquidations; §355(b) relating to distribution of stock or securities of controlled 
corporations ; §446 relating to accounting methods; §462 relating to reserve for estimated 
expenses; §1231 relating to assets used in the trade or business; §513 relating to exempt 
organizations’ unrelated trade or business; and §6501(e) (1) relating to statute of limita- 
tions. 

103 Secs. 165(c)(1) and (2); 167(a)(1) and (2); 162; and 212. 

104 Sec. 462(c) (1). 

105 bid. 

106 Jbid, 

107 Sec. 462(c) (3) (A). Paragraph 10 of “Temporary Rules Relating to Income Tax 
and Administrative Matters Under Internal Revenue Code of 1954” sets forth the manner 
of making an election to set up reserves for estimated expenses under section 462. It 


provides: 
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(5) The election must be made on or before the due date of the tax 
return, and the due date includes any extensions of time ; 1 

(6) Legislative regulations are authorized to prescribe the manner in 
which an election shall be made; '° 

(7) The election must apply to all the estimated expenses of the trade 
or business,’”* and it is contemplated that election, once made, will apply 
to all subsequent years unless permission to change is granted by the 
Secretary.?”” 


An “estimated expense” is an allowable deduction *’*® which, under 


the general rules, shall be deducted in whole or in part in a subsequent 
year. The deduction must be incurred on account of income only for 
a taxable year for which an election has been made under section 462. 
This may be the current taxable year or a prior year..** The deduction 


‘which the Secretary or his delegate is satisfied 
99115 


‘ 


must be for an expense 
can be estimated with reasonable accuracy. 

If all the above mentioned three conditions are present, then a reserve 
for each estimated expense can be set up on the books. And in comput- 
ing taxable income for a taxable year, a deduction can be taken for the 
amount of the addition to each reserve. This addition must, in the 
discretion of the Secretary, be a “reasonable addition.” "* If it is not 


“The election shall be made by a statement attached to the taxpayer’s return for the 
first taxable year to which the election is applicable. This statement shall show: 

(1) The method of accounting used by the taxpayer in the particular trade or 
business ; 

(2) The nature of the estimated expenses, for example, ‘Warranties on appliances,’ or 
‘guaranties on service contracts’ ; 

(3) The period over which the liability on each class of such contracts exists; and 

(4) A schedule showing in detail how the amount of the estimated expenses were 
computed.” 

Where consent is necessary, the same provisions obtain as under section 452. See note 


57 supra. 

108 Sec. 462(c) (3) (B). 

109 Sec. 462(c) (3) (A). 

110 Sec. 462(c) (1). 

111 Sec, 462(c) (2). Thus, in subsequent years expenses would have to be estimated 
although it might be more desirable to wait upon their accrual. 

112 A change would constitute a change in accounting method under section 446(e). 
Sen. Rep. No. 1622, op. cit. supra note 1, at 300. 

113 Sec. 462(d) (1) (A). Technically, only deductions under Subchapter B, Part VI, 
sections 161 through 175, are included within the scope of section 462. Exclusions from 
income are not deductions. Cost of goods sold items are technically not deductions. See 
Universal Optical Co., 11 T.C. 608 (1948); Rev. Rut. 54-88, 1954 Int. Rev. Butt. No. 
10 at 10 (1954) ; Crow-Burlingame Co., 15 T.C. 738 (1950) ; Colorado Milling & Elevator 
Co., 17 T.C. 1280 (1952). Nevertheless, Sen. Rep. No. 1622 (op. cit. supra note 1, 
at 306) refers to guaranty fulfillment costs which “would be deducted as a cost of the 
sale and set up in a reserve account.” 

114 Sec. 462(d) (1) (B). 
115 Sec, 462(d) (1) (C). 
116 Sec, 462(a). 
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reasonable, it may be disallowed, as unreasonable salary payments *"* or 
unreasonable additions to bad debt reserves are disallowed."* This 
promises to be a fertile field for litigation in two respects: (1) is the 
addition reasonable; and (2) is the amount accurately estimated? Can 
the deduction be estimated with reasonable accuracy? The allowance 
in toto of the estimated expense hinges thereon. If either element should 
be found not to exist, some of the addition in the year of addition to 
the reserve will be disallowed. 

The amount added to the reserve may be considered unreasonable for 
two reasons: the expense estimated with respect to the income for the 
year may be too large; or the reserve may be so large that the addition 
to the reserve for the taxable year should be smaller than the full amount 
of the expense anticipated, thus keeping the reserve at a reasonable level. 
The latter adjustment flows from the provision of section 462(b), which 
provides that where a reserve is found to be excessive in a taxable year, 
the amount of the excess shall be taken into account in computing income 
for that year. Such adjustment can be made either by reducing the addi- 
tion to the reserve for that year or by adding the amount to gross income 
and leaving the addition untouched." While the net effect on taxable 
income would be identical, other consequences flowing from the determi- 
nation of gross income might be important, 1.e., the six year statute of 
limitations’*° and the 80 per cent test for personal holding company 
income.*** 

There are thus two adjustments which must be watched: the annual 
addition to the reserve, and the excessiveness of the reserve at the end 
of each year. The first comes under section 462(a) and the second 
under section 462(b). It would appear from the language of section 
462(a) that the amount of the annual deduction shall be based upon the 
reasonableness of the estimate at the close of the taxable year, and that 
adjustments of this estimate shall not be made on the basis of actual 
events in the following year. Thus, if the experience of a taxpayer 
clearly indicates that discounts will be 2 per cent of sales and in the 
following year discounts actually amount to 1-1/2 per cent, the 2 per cent 
estimate shall not be revised. However, at the end of the following year 
the reserve would be excessive, and an adjustment of taxable income 
would be made for that year under section 462(b). 


117 Sec. 162(a) (1). 

118 Sec. 166(c). 

119 Sen. Rep. No. 1622, op. cit. supra note 1, at 305. 
120 Sec. 6501 (e). 

121 Sec. 542(a) (1). 
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In determining what constitutes an estimated expense, little difficulty 
should be encountered in meeting the test, that is, the item must be an 
expense which would be deductible in a future year. Here such problems 
may arise whether an amount is deductible or must be capitalized and 
whether the expense is a properly deductible expense. Query whether 
inventory adjustments to reflect losses, price changes, obsolescence, or 
revision from a FIFO to a LIFO basis could be accomplished through 
the reserve. These are not statutory deductions. 

The more troublesome tests are those which require the expense to be 
one “attributable to the income of the taxable year or prior taxable years” 
for which an election has been made under section 462, and to be one 
which “can be estimated with reasonable accuracy.” The attributable- 
to-income test should be interpreted in the light of the commercial account- 
ing objective that “. . . it is deemed desirable to provide, by charges in 
the current income statement, properly classified, for all forseeable costs 
and losses applicable against current revenues; to the extent they can be 
measured and allocated to fiscal periods with reasonable approximation.” }** 

The phrase “attributable to income” does not imply any causal relation- 
ship, i.e., that the expense produce the income or result from the produc- 
tion of income. It should be necessary only that the expense be a proper 
charge in computing an annual net taxable income.’** Indirect as well 
as direct expenses are contemplated. Are items which would enter the 
cost of goods sold schedule to be included likewise? Technically they may 
not be deductions but rather exclusions from income. But the spirit of 
section 462 and indeed, the Committee Reports would indicate their 
inclusion.’** At any rate, it would be an unusual item in a manufactur- 
ing business that would be considered a part of cost of goods sold and 
“deductible” or “excludible” in the year after the income-producing 
sale." Expenses in non-manufacturing businesses would all be deduc- 
tions. Consistency and logic dictate that the test here should be the proper 
commercial accounting rule. 

Possibly more important is when can an expense be considered to have 
been estimated with reasonable accuracy. The accounting test uses the 


words “measured and allocated to fiscal periods with reasonable approxi- 


122 AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 43, 
42 (1953). 

123 This change can arise as a result of estimated expenses on account of income for 
the current year or a prior year, if an election is in effect. 

124 See note 113 supra. Accounting-wise, a sales allowance or sales return is not an 
expense but is a reduction of sales. However, Sen. Rep. No. 1622 (op. cit. supra note 1, 
at 306) includes them in the category for which reserves can be created. 

125 Estimated repairs and vacation pay which are not actually accrued at the end of 
the year but which are attributable to current year’s operations would be part of cost 
of goods sold for accounting purposes, although possibly not for tax purposes. 
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mation.” '°° The two tests should have identical meaning. The test laid 
down by the Committee is: 

A reserve is to be considered reasonably estimated when it is based on 
reliable data or statistical experience of the taxpayer or of others in similar 
circumstances.!*7 


Thus, where an expense is a normal, recurring item it may be estimated. 
So long as there is a backlog of experience to say that it will occur and 
within a given range of amounts, it can be taken into account. It is 
immaterial whether each component of the expense is absolutely predic- 
table. Suppose that a business customarily makes allowances for defective 
merchandise. It will not know which customer will make a claim, but 
from experience it will be able to predict with a considerable degree of 
certainty the total amount of its liability based on its total sales. The 
uncertainty of each individual allowance will not affect the relative cer- 
tainty of the total.’*§ 

The reserve metiiod is not to be allowed for costs and expenses of a con- 
tingent or contested nature and as to which there is no reasonable certainty 
of their amount. Reserves created for general undetermined contingencies, 
indefinite possible future losses, expenses and losses not reasonably related 
to the taxable year, or for specific expenses and losses that are being con- 
tested or are in litigation, cannot ordinarily be estimated with reasonable 
accuracy and are not to be the basis for additions to reserves under this 
section.!*9 


The term “contingent” used in the above excerpt from the Committee 
Report is perhaps unfortunate. It is not used in the statute. All expenses 
not yet incurred or accrued are in some sense contingent. If the amount 
thereof were certain and they had been billed, they would be regular 
accruals. The term must be construed in its context. If the liability is 
so contingent that its occurrence or its amount, if incurred, cannot be 
predicted with reasonable certainty, then there can be no estimated expense 
deduction. This would certainly be true of contested liabilities. So long 
as the experience of the taxpayer or of the particular industry affords a 
basis for evaluating the occurrence of a liability and the range of its 
amount within a reasonable degree of probability, it can be estimated 
under section 462.7% 


126 AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 43, 
42 (1953). 

127 Sen. Rep. No. 1622, op. cit. supra note 1, at 63. 

128 Jbid. at 306. 

129 Ibid. at 307. Cf. Dixie Pine Products, Inc. v. Comm’r, 320 U.S. 516 (1944); 
Security Flour Mills Co. v. Comm’r, 321 U.S. 281 (1944). 

180 For example, sales returns and sales discounts are specifically denominated in the 
Committec Reports as being within the purview of this section, although they are 
contingent upon the merchandise being rejected or upon the account receivable being paid 
within the discount period. So long as the past experience of the taxpayer or the 
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Any and all expenses which would be a proper accounting charge to 
determine net profit may be estimated. The inclusive nature of the list 
is indicated by the Senate Finance Committee Report which gives as 
examples: cash discounts, repairs or replacements of merchandise sold 
under guaranty,’ including labor, materials, and overhead charges appli- 
cable, sales returns and allowances, freight allowances, quantity discounts, 
certain liabilities for self-insured injury and damage claims, and vaca- 
tion pay.**” 

The tax accounting treatment of the reserve for estimated expenses 
is to charge the estimated expense against income and credit the amount 
to a reserve. Suppose the expenses estimated were for guaranty of 


industry to which it belongs can furnish a guide as to the approximate amount of expense 
to be anticipated, the amount would appear to be subject to a reasonably accurate estimate 
and therefore deductible. Apparently, in such cases past determinations of contingency 
are not to be followed. Thus, Tennessee Consolidated Coal Co., 15 T.C. 424 (1950), 
would now be permitted to deduct estimated vacation pay based on prior experience, 
although the amounts cannot specifically be fixed because of the possibility of severance, 
strikes, and other contingencies. On the same basis it would appear that the taxpayer in 
Capital Warehouse Co., Inc. v. Comm’r, 171 F.2d 395 (8th Cir. 1948) would be permitted 
to estimate and make provision for the cost of removing stored goods. 

More common types of provisions, statutorily permissible as tax deductions for the 
first time and heretofore denied by the courts, are reserves. for returns of magazines 
[Readers Publishing Corp. v. United States, 40 F.2d 145 (Ct. Cl. 1930)]; for cash dis- 
counts on accounts receivable [American Cigar Co., 21 B.T.A. 464 (1930)]; for freight 
charges [Monarch Cooperage Co., 13 B.T.A. 929 (1928)]; for costs of collection of 
installment contracts [Buck Mercantile Co., 6 B.T.A. 285 (1927)]; and reserves to cover 
returnable containers [LaSalle Portland Cement Co., 4 B.T.A. 438 (1926)]. Query 
whether the emphasis placed upon the “contingency” of the reduction of overriding 
commissions due to cancellation of insurance contracts in Brown v. Helvering, 291 U.S. 
193 (1934), would prevent an estimate based on past experience. 

Other expenses which are subject to a substantially accurate estimate are now 
deductible. Clearly within this section are reserves for certain guarantees or rebates 
where the amount is reasonably determinable [see Maloney Electric Co., B.T.A. Mem. 
Op. Dkt. 105167 (1942); American Fork and Hoe Co., 2 TCM 842 (1943)], or for 
ascertainable requirements to restore property to its condition prior to the operation 
[Atlas Mixed Mortar Co., 23 B.T.A. 245 (1931); Clay Sewer Pipe Association, Inc., 
1 T.C. 529 (1943), aff'd, 139 F.2d 130 (3d Cir. 1943)], and reserves necessary to carry 
out performance of contractual obligations where the amount of liability is known but 
has not yet been billed [Spencer, White & Prentis, Inc. v. Comm’r, 144 F.2d 45 (2d Cir. 
1944), cert. denied, 323 U.S. 780 (1944) ]. 

However, there is real question as to the applicability of this section in the case of 
Harbor Plywood Corp. v. Comm’r, 14 T.C. 158 (1950), aff’d, 187 F.2d 734 (9th Cir. 
1951). That taxpayer was a member of a sales cooperative which kept its books on an 
accrual basis. Certain amounts were credited to the accounts of the members. The 
remittances in payment of the credits were not distributed to the taxpayer since they 
were subject to renegotiation. The full amount was held to be income in the year 
credited; no reduction could be made on account of possible renegotiation refunds 
because it represented a “contingency.” 

131 Also included should be estimated service expenses if it is the practice to service 
merchandise for a period of time without any contractual obligation. 

132 Sen. Rep. No. 1622, op. cit. supra note 1, at 306. 
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goods sold. The Senate Finance Committee Report ** sets forth an 
example involving estimated guaranty costs of servicing air-conditioning 
units sold, as follows: 

Taxpayer selling air-conditioning units guarantees the product, including 
parts, for 1 year subsequent to sale. Taxpayer’s experience indicates that the 
average cost of fulfilling the guaranty is as follows: 





MNS TAMER, GE isis slat SCRE oe ese Coes Se lecids 22eanee $12 

I NE HOB os. o.oo 6.6 vs nxns waa Rds BREN Es ca 8 

Overhead (including allocable part of truck depreciation and main- 
tenance expenses—20 miles, at 20 cents per mile).............. 4 


The accounting entry per unit would then be: 


Dr. Estimate expenses of guaranty 
Cr. Reserve for estimated 


expenses of guaranty $24.00 
Dr. Profit and loss $24.00 
Cr. Estimated expenses of 
guaranty $24.00. 


If any of these expenses are incurred in the year of sale, they will not 
enter into the determination of the amount of the reserve. Rather, they 
will be deducted as incurred or accrued expenses of that year. Only 
the expenses to be incurred in subsequent years will be included in the 
reserve calculation. 

If all the expenses of the guaranty are encountered in the following 
year in the exact amount estimated, the following entry would be reflected 
on the books: 


Dr. Labor cost $12.00 
Material and parts 8.00 
Overhead 4.00 
Cr. Cash $23.00 
Reserve for depreciation—truck Lao" 
Dr. Reserve for estimated expenses 
of guaranty $24.00 
Cr. Labor cost $12.00 
Material and parts 8.00 
Overhead 4.00. 


In this year, the actual costs incurred are charged to the reserve account 
and not to profit and loss. Profit and loss had been charged in the year 
of the addition to the reserves. 


133 [bid. 
184Of the total overhead of $4, it is assumed for purposes of illustration that $1 


represents depreciation. 
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It must be noted that the addition to the reserve in the year of sale 
included an amount of $1 for estimated depreciation on the truck reflect- 
ing its prospective use under the servicing arrangement. However, that 
depreciation had not yet actually occurred. Therefore, the depreciation 
reserve is not credited that year, and the basis of the truck is not reduced 
that year for depreciation. In the year of fulfillment, the truck has 
been used and the portion of the depreciation allocable to the guaranty is 
credited to the reserve for depreciation. At that time the basis of the 
truck will be reduced.**® 

Now suppose that actual labor used in fulfilling the guaranty amounted 
only to $10 instead of $12, and material and parts amounted only to 
$7.50, overhead remaining the same. The entries would then be: 


Dr. Labor cost $10.00 
Materials and parts 7.50 
Overhead 4.00 
Cr. Cash $20.50 
Reserve for deprecia- 
tion—truck 1.00 
Dr. Reserve for estimated 
expenses of guaranty $21.50 
Cr. Labor cost $10.00 
Materials and parts 7.50 
Overhead 4.00. 


Thus, at this point there is an excess amount in the reserve for estimated 
expenses of $2.50 ($24.00 less $21.50). This amount must be reported 
as income. The concluding entry would thus be: 


Dr. Reserve for estimated 
expenses of guaranty $ 2.50 
Cr. Profit or loss $ 2.50.136 


Aside from issues arising over reasonableness of amount, allocation 
problems may be expected. Is overhead correctly allocated, and what 
items of overhead shall be taken into account? Can officers’ salaries be 
included in the estimate? What prices should be used in figuring mate- 
rial and labor costs; should existing inventory of materials or parts be 


135 Sen. Rep. No. 1622, op. cit. supra note 1, at 306 and 307. 

186 An alternative entry would be to reduce that year’s addition to the reserve by $2.50. 
Thus, if in the year $24 would have been estimated as expense on a sale, the alternative 
entries would be: 


Dr. Estimated expense of guaranty $21.50 
Cr. Reserve for estimated expense of guaranty $21.50 
Dr. Profit and loss $21.50 


Cr. Estimated expense of guaranty 


$21.50. 
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allocated or further purchases at other prices be anticipated? Should 
all the selling expenses be deducted in the year of sale or some deferred 
over the period of the service contract or guaranty? Most of the issues 
will involve only the timing of the deductions, since the accounting method 
will not permit double deductions. This is the same question which is 
specifically to be avoided in the new depreciation approach of the 1954 
Code and the announced new policy of the Internal Revenue Service.’** 

In order properly to reflect accounting for estimated reserves, detailed 
records of estimates and actual figures will be necessary. In all proba- 
bility it will be necessary that the books and records of the trade or busi- 
ness for which the election is made must be kept upon this basis. 

There are certain deductions which cannot be estimated. They are: 

(1) Deductions which are attributed to income for years prior to 
the first year an election has been made for the particular trade or busi- 
ness under section 462. Such expenses will be deducted only as accrued 
or paid,’** regardless of whether current years’ expenses are being 
estimated. 

(2) Deductions which are attributable to prepaid income which is 
deferred over a period of years by virtue of an election under section 
452. This is eminently reasonable, since the purpose of these sections is 
to put income and allocable expenses together in the same year. If the 
income is deferred, there is no warrant to anticipate expenses.’*® 

(3) Deductions which are attributable to bad debts. Since section 
166 authorizes specifically reasonable additions to a reserve for bad debts, 
a second opportunity is not afforded under section 462 to utilize a method 
not used under section 166. If the specific charge-off of bad debts is taken 
by a taxpayer, consent of the Secretary must be obtained prior to a change 
to the bad debt reserve method.’*® Thus, the necessity for such consent 
still obtains and cannot be avoided by an election under section 462. This 
treatment also means that a business can be on the estimated expense 
reserve method for all expenses other than bad debts or be on a bad 
debt reserve method for bad debts and not for other expenses. 


137 Sec. 167(d) ; see Rev. Rul. 90, 1953 Int. Rev. Butt. No. 11 at 4 (1953), setting 
forth Internal Revenue Service policy not to disturb depreciation rates unless there is a 
“clear and convincing basis for a change.” 

138 Sec. 462(d) (2) (A). Sen. Rep. No. 1622, op. cit. supra note 1, at 307. 

139 Sec. 462(d)(2)(B). Presumably this will also apply to income reported on the 
installment method under section 453, since the income is deferred over the period of the 
installment contract. Expenses estimated in the year of sale would not all be attributable 
to the income for that year. This would likewise be true with respect to any accounting 
method, such as the completed contract method, or the completed voyage method which 
defers income. 

140 Sec. 446(e). 
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(4) Expenses attributable to income to be earned in a subsequent year 
cannot be included among the estimated expenses for the current year. 

The full benefits of the reserve for estimated expense will, of course, 
be felt by those businesses which operate on a prepaid income basis or 
accrue income on account of the sale of goods or services in respect of 
which a liability to perform extends over a period of years in the future. 
The ordinary manufacturing or service business whose contracts or obli- 
gations are satisfied by the end of a year will ordinarily secure little bene- 
fit from section 462. In those cases it will be applicable only to contracts 
which are uncompleted at the end of a taxable year. Even in such 
instances, however, the patterns of deduction under the 1939 Code 
afforded a measure of equitable deduction to the mature company, since 
deductions during the year for prior years’ deliveries or services tended 
to counterbalance expenses which had not yet been incurred at the end 
of the year for current years’ operations. The new or growing business 
illustrated at the beginning of this article will no longer be subject to 
the old inequities. 

Neither section 452, permitting the deferment of income, nor section 
462, allowing the anticipation of expenses, should becloud the necessity 
for a precise determination of annual gross income or annual allowable 
deductions. These questions must be resolved first; the rules relating 
to their resolution have not been changed materially by the 1954 Revenue 
Act. The new Code, however, does furnish the methods for timing 
income and allocable expenses in the same annual accounting period so 
as to make more precise the equitable computation of an annual taxable 
income which, at best, is an accounting and tax fiction.’ 

In the year 1954 considerable opportunities for tax minimization also 
obtain.** For in this year there can be a reduction in gross income under 
section 452 or a doubling-up of deductions under section 462. Suppose, 
for example, a service business customarily receives payments in advance 
for two years of services to be rendered. An election under section 452 
could reduce its gross income for the year 1954 to 50 per cent of its 
annual gross income in the past. In similar fashion, a business with 
extended liabilities could anticipate estimated expenses and obtain a deduc- 
tion not only for accrued expenses during 1954 relating to prior years’ 
income but also for estimated expenses of future performance. And 
elections to secure these benefits are an absolute right. In future years, 


141 Sen. Rep. No. 1622, op. cit. supra note 1, at 306. 

142 See AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 
43, 15, 18 (1953). 

143 Similar to what occurs in the year of change-over from specific write-off of bad debts 
to the reserve method. See Mim. 3527, VI-1 Cum. Butt. 68 (1927). 
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however, these duplicate benefits will level off. Query whether the 
“doubling-up” will be permitted by the Secretary if the elections are 
made for the first time in a subsequent year when his consent is necessary. 

Under both sections 452 and 462 the election to defer income or antici- 
pate expense must be applied to all prepaid income and all accruable 
expenses of the trade or business. However, section 446(d) provides 
that a taxpayer engaged in more than one trade or business may use a 
different method of accounting for each such trade or business. It seems 
clear that if a taxpayer engages in two different trades or businesses 
and makes elections under sections 452 and 462, the election for one 
trade or business need not necessarily be extended to the other trade or 
business. This affords opportunities for tax planning, depending upon 
what constitutes a different trade or business. 

For example, if a taxpayer is in a manufacturing business and owns 
its own building (or leases its building) and rents out part of that 
building, is such rental a separate trade or business? Can that taxpayer 
spread prepaid rental income and not defer prepayments in connection 
with its primary trade or business? 

Suppose a manfacturer has a separate section of the business devoted 
solely to sales, is the sales agency a separate business if separate records 
are maintained ? 

Suppose a taxpayer, which publishes a magazine and defers subscrip- 
tion and advertising income received in advance over the period of 
service or establishes a reserve for returns and a provision for discounts 
on advertising received, acquires or establishes a second publication. 
Does this constitute a different trade or business? Suppose the second 
publication is a service letter? Suppose one of the publications is a 
“general magazine” and the second a “business paper” ? 

Suppose a company rents machinery or equipment and also services it. 
Would the servicing constitute a different business so that the charges 
are divided into two parts, the prepaid rentals could be deferred over 
the term of the lease, and the prepaid service income could be reported 
in the current year and offset by the accrual of estimated expenses? Or 
could the items be treated in reverse: the income from the rental reported 
in the year in which it is received and the promotion costs are incurred, 
and the servicing income deferred over the period covered when those 
expenses are incurred? 

Will different branches of the same business be considered separate 
trades or businesses, e¢.g., individual stores in a chain store operation; 
separate activities in a vertically integrated raw material fabricating and 


distributing company? 
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CLAIM OF RIGHT 


There was some discussion supra of the “claim of right” doctrine 
and the problems which could and did arise under it. In general, a dis- 
tinction has been recognized between income which has been received 
under a “claim of right,” without restrictions as to its use, and income 
upon which there was a restriction or outside control as to its disposition. 

Thus, where a Public Utilities Commission required a telephone com- 
pany to retain custody of certain funds received as the result of an increase 
in installation charges with instructions as to how to account for the 
funds until the Commission authorized further disposition of them, such 
restrictions were held to make the amounts not taxable to the telephone 
company in the year received.*** This was an unusual decision, however, 
since in most cases the courts have held otherwise in the case of utilities 
subject to supervisory authorities. Receipts in advance for fares or 
other services were held taxable when received, even if the supervisory 
authority directed the income to be deferred until the service was ren- 
dered.’* The distinction was drawn that the supervisory authority was 
merely laying down accounting or bookkeeping rules which were not 
binding for tax purposes. Under sections 452 and 462, these problems 
can now be solved. 

There have been other cases, such as where dividends have been received 
which had to be returned,'*® or bonuses thought to be correct were inac- 
curately computed,'*’ or liquidation proceeds were received, part of which 
subsequently had to be paid out.‘** In all these cases the question of 
timing was important. Under the claim of right doctrine the receipt 
was taxable income. Where the amount was returned in a subsequent 
year or a tax was paid, there may have been insufficient income to absorb 
the deduction in that year, or there may have been a capital loss with- 
out offsetting capital gain to absorb the loss. Tax principles did not 
permit an adjustment to be made in the year of receipt. 

Section 452 affords no relief in the usual situation of this type unless 
the prepaid income has a future performance liability. Section 462 could 
not correct the situation unless there were future expenses to be charged 
against the income and those expenses could be reasonably estimated. 


144 Mutual Telephone Co. v. United States, 204 F.2d 160 (9th Cir. 1953). 

145 National Airlines, Inc., 9 T.C. 159 (1947); Bremerton-Tacoma Stages, Inc. v. 
Squire, 94 F.Supp. 918 (W.D.Wash. 1951); East Penn Transportation Co., P-H T.C. 
Mem. Dec. §47,266. 

146 Estate of Lloyd C. Crellin, 17 T.C. 781 (1951). 

147 United States v. Lewis, 340 U.S. 590 (1951). 

148 Arrowsmith v. Comm’r, 344 U.S. 6 (1952) ; Comm’r v. Switlik, et al., 184 F.2d 299 
(3d Cir. 1950) ; Comm’r v. Bauer, 193 F.2d 734 (2d Cir. 1952) ; Clifton v. Collector of 
Int. Rev., 101 F.Supp. 997 (M.D.Ga. 1952). See also note 19 supra. 
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Section 452 or section 462 would be applicable only if the absolute right 
to the receipt were in doubt or the probability of the liability were recog- 
nized. If these were present, the claim of right doctrine might have 
been inapplicable in the first instance. 

Section 1341 of the 1954 Code attempts to rectify some of these in- 
justices. It provides relief in an instance where an amount was included 
in gross income for a prior year under the claim of right theory **® and 
in a subsequent year a deduction thereof was taken and allowed because 
it was then established that the right was not unrestricted. This will 
occur either when all or a part of the amount is refunded or a transferee 
liability, such as for taxes against it, is determined in a year subsequent 
to liquidation.*** 

The rules do not apply to deductions arising from sales of stock in 
trade, inventory items, or goods held primarily for sale to customers in 
the ordinary course of the taxpayer’s trade or business.*? Presumably, 
the provisions of sections 452 and 462 are deemed adequate in such 
instances. And a second chance at correlating income and deductions, 
which was not elected under those sections, is not extended.** However, 
regulated public utilities refunds or repayments required to be made by 
government regulatory bodies do come within these provisions.** 

Section 1341, applicable to years commencing after December 31, 1953 
and ending after August 16, 1954, unlike sections 452 and 462, applies 
to cash basis taxpayers. In those cases the right to the deduction will 
arise in the year it is actually paid.” In the case of accrual basis tax- 
payers, whether or not they have actually received money or only accrued 
income, the deduction will arise in the year of the accrual of the lia- 
bility.°* These rules do not apply to bad debts, since the taxpayer never 
loses his unrestricted right to the income. Collection simply becomes 
impossible.’** 

If the amount of the deduction arising from the subsequently dis- 
covered restriction exceeds $3,000,'°* the taxpayer may either deduct such 


149 Sec. 1341(a) (1). 

150 Sec. 1341(a) (2). 

151 Sen. Rep. No. 1622, op. cit. supra note 1, at 452. 

152 Sec. 1341 (b) (2). 

153 Service companies which do not sell products, however, would seem to have the 
benefit of section 1341 in case a rebate of a prepaid item or a reduction of an accrued item 
is required as, for example, magazine publishers who have to rebate advertising receipts 
for failure to meet circulation guarantees. 

154 Sec. 1341 (b) (2) ; Sen. Rep. No. 1622, op. cit. supra note 1, at 452. 

155 Sen. Rep. No. 1622, op. cit. supra note 1, at 451. 

156 Jd. at 451, 452. 

157 Jd. at 452. 

158 Sec. 1341 (a) (3). 
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amount in computing tax for the year the deduction would have been 
allowed *° or, if there is a greater tax benefit involved, compute the cur- 
rent year’s tax without such deduction and then reduce it by the tax 
attributable to the inclusion of the amount in gross income in the prior 
year." The latter computation is made by taking the difference between 
the tax as computed for the prior year and the tax for such year with 
the “deduction” excluded from income. A tax benefit at the highest rate 
for the two years would thus result. If the rates for the earlier year are 
higher, the second calculation will normally be used; if not, the first. 
Other considerations, such as potentially unreasonable accumulation tax, 
personal holding company tax, effect of net operating loss carry-overs 
and carry-backs, and amount of other deductions, all bear upon the choice. 

There is no election to be made. The greater benefit may be secured 
so long as the statute of limitations is open for the year of the deduction. 
If the statute is closed for the year of receipt, no adjustments other than 
the elimination of the amount of the deduction and recalculations of 
items limited to a percentage of income, such as medical expenses, charita- 
ble contributions, and dividend received deductions, may be made.’ 

If the tax attributable to the inclusion of the amount in a prior year 
is greater than the current year’s tax without such deduction, the excess 
will be considered an overpayment of the current year’s tax, made on 
the last day of payment for the current year’s tax. Thus, the tax- 
payer not only loses the use of its money for the period between the year 
of inclusion and the year of deduction but receives no interest on the 
amount of overpayment for that périod.*® 

This section applies only to years commencing after December 31, 
1953 and ending after August 16, 1954.1 

An important question is whether section 1341 will apply to situations 
where a potential expense is too contingent or too indeterminate to be 
covered by a reserve under section 462. Unless the expense amounts to 
a reduction of gross income, because the right to the entire amount may 
not exist or because it is charged with a liability, as opposed to an expense 
which had to be separately incurred in order to retain the income, it is 
possible that section 1341 will have no application. If so, in those con- 
tingent cases, there would seem to be no relief. 


159 Sec. 1341 (a) (4). 

160 Sec. 1341(a) (5). Apparently all taxes under Chapter I, which means the accumu- 
lated earnings tax and the personal holding company tax, as well as normal tax and 
surtax, are included. 

161 Sen. Rep. No. 1622, op. cit. supra note 1, at 452. 

162 Sec, 1341(b) (1) ; Sen. Rep. No. 1622, op. cit. supra note 1, at 452. 

163 Sec. 6611(b). 

164 Sec, 7851 (a) (1). 
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CONCLUSION 

Thus, these various provisions do not completely bring tax treatment 
into “harmony with general accounting principles.” 

Unrealized profit should not be credited to income account of the corpora- 
tion either directly or indirectly. . . . Profit is deemed to be realized when 
a sale in the ordinary course of business is effected, unless the circumstances 
are such that the collection of the sale price is not reasonably assured. . . 1 

While it is well accepted that profits should not be anticipated and that 
probable losses should be recognized in the accounts as soon as it is possible 
to determine their amounts within reasonable limits, accountants have de- 
voted more and more attention to the proper and fair allocation of both income 
and expenses to the fiscal periods to which they belong.’® 

One of the basic principles of sound accounting is the matching of 
costs and expenses with revenues.’** While it is axiomatic that reserves 
for general or undetermined contingencies, or for indefinite, possible 
future losses are not correctly chargeable against current income," it is 
similarly fundamental that income should not be recorded if it is not 
certain and that all known losses and expenses should be provided for.’ 

To tax the true or economic income of a taxpayer, it would appear that 
the simplest and most accurate method would be to follow the standards 
and principles established through many years’ experience.’7® Over the 
business life of a taxpayer whose reports are based on such principles, 
all income is reported, and as precisely as possible, in the fiscal period in 
which it actually belongs. Acceptance of such principles as the basis of 
computing taxable income (with, of course, adjustments for tax-exempt 
income, capital transactions, and non-deductible or partially deductible 
items) would relieve taxpayers of onerous clerical procedures in keeping 
two sets of records, or at least adjusting schedules, and would tend to 
obviate an area of considerable dispute. Despite the many apparent 
problems, enactment of sections 452, 462, and 1341 of the 1954 Code is 
a step in this direction. Just how effective a step and just how long a 
stride remains to be seen. 


165 AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 43, 
11 (1953). 

166 AMERICAN INSTITUTE oF ACCOUNTANTS, CPA Hanppook, c. 17, 17 (1953). 

167 ACCOUNTANTS HANpDBOOK 125 (3d ed. 1947). 

168 AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 43, 
42 (1953). 

169 1] FINNEY, PRINCIPLES OF ACCOUNTING, c. 2, 3 et seg. (1951). 

170 Finally, the proper method of handling real estate taxes so as to allocate them 
to the period to which they apply in the case of accrual basis taxpayers (§461(c)) and 
between seller and purchaser (§§ 164(d), 1001(b), and 1012) has been recognized. 








Namorg — or Groman Reversed 


ALVIN D. LURIE 


5 reversal of the Groman’ rule was hailed by the Senate Finance 
Committee as “one of the principal changes” in the Internal Revenue Code 
of 1954.2 The restrictive rule of that case has required tax-free mergers 
to be set up so that the corporation which acquires the assets or stock of 
the merged corporation must convey ifs stock to the transferors in con- 
sideration for the acquisition. It has not been possible to effect an 
exchange of the assets or stock of the merged corporation for stock of the 
parent of the acquiring corporation. Put another way, the merged cor- 
poration’s assets (or stock) have had to be transferred to the very 
corporation whose stock was issued in the exchange and not to its 
subsidiary. 

Congress has now repudiated this judge-made rule in connection with 
reorganization plans adopted after June 22, 1954.* The new rules are 
contained in four paragraphs of section 368 of the 1954 Code* and 


Atvin D. Lurie (A.B., LL.B., Cornell University) is a member of the New York Bar 
and a contributor to legal periodicals. 

1 Groman v. Comm’r, 302 U.S. 82 (1937). 

2 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 263 (1954). 

3 T.R.C. §393 (1954). 

4T.R.C. §368(a) (1) (C) (1954) : 

“For purposes of parts I and II and this part, the term ‘reorganization’ means the 
acquisition by one corporation, in exchange solely for all or a part of its voting stock 
(or in exchange solely for all or a part of the voting stock of a corporation which is in 
control of the acquiring corporation), of substantially all of the properties of another 
corporation, but in determining whether the exchange is solely for stock the assump- 
tion by the acquiring corporation of a liability of the other, or the fact that property 
acquired 4 is subject to a liability, shall be disregarded ; 4 

I.R.C. §368(a) (2) (C) 

“A transaction ernie. qualifying under paragraph (1)(A) or paragraph (1) (C) 
shall not be disqualified by reason of the fact that part or all of the assets which were 
acquired in the transaction are transferred to a = controlled by the corporation 
acquired is subject to a liability, shall be disregarded ; 

L.R.C. §368(b) : 

“For purposes of this part, the term ‘a party to a reorganization’ includes— 

(1) acorporation resulting from a reorganization, and 

(2) both corporations, in the case of a reorganization resulting from the acquisition 
by one corporation of stock or properties of another. 

In the case of a reorganization qualifying under paragraph (1)(C) of subsection (a), 
if the stock exchanged for the properties is stock of a corporation which is in control 
of the acquiring corporation, the term ‘a party to a reorganization’ includes the corpora- 
tion so controlling the acquiring corporation. In the case of a reorganization qualifying 
under paragraph (1) (A) or GQ) (C) of subsection (a) by reason of paragraph (2) (C) 
of subsection (a), the term ‘a party to a reorganization’ includes the corporation con- 
trolling the corporation to which the acquired assets are transferred.” 

I.R.C. §368(c) : 
“For purposes of part I (other than section 304), part II, and this part, the term 
119 
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provide, in effect, that a stock-for-asset reorganization is tax-free whether 
the stock is that of the acquiring corporation or of its parent. While the 
statute adds a new dimension to corporate mergers, it leaves open a host 
of important questions and actually does not change the result in the 
Groman case itself. 

The House version of this provision "—a mere parenthetical phrase of 
some 16 words—went almost unnoticed, so drastic were the changes 
wrought generally in the structure and substance of the reorganization 
provisions. Even in the Senate bill which has been adopted with rela- 
tively familiar reorganization sections, the Groman legislation has not 
captured so much interest as the liberalized provisions for stock divi- 
dends,® and for corporate redemptions," split-offs,® partial liquidations,’ 
and sales of assets in liquidation *° which, under certain circumstances, 
can facilitate the fragmentation of corporate entities. However, the high 
corporate tax rates that have focused attention on techniques for dividing 
up corporations are at least temporarily behind us and, with the return of 
earnest competitive conditions, the trend into more and smaller corpora- 
tions is being reversed. Hence the merger provisions, of which the 
Groman section is one, will take on added interest. 


LEGISLATIVE BACKGROUND 


The Groman rule operated in a variety of circumstances. The new 
statute reaches but a small part of them. Nevertheless, it is welcome, for 
legislation is long overdue in this area. The Groman case has been on the 
books for 17 years. As tax law goes, that is a long time; for bad law it is 
an interminable time, and the Groman case is bad law. It represents the 
Supreme Court in one of its most uncompromising moods. It has prob- 
ably stifled more legitimate corporate reorganizations than any other 
decision. 

Once before, in 1950, a bill was introduced in the House as section 125 
of H. R. 7738 * which, in language very much like the new statute, would 
have permitted assets to be transferred to a subsidiary of the corporation 
whose stock is issued, for it made the parent corporation in such a case 
a ‘party to a reorganization.” That bill never left the Ways and Means 


‘control’ means the ownership of stock possessing at least 80 percent of the total com- 
bined voting power of all classes of stock entitled to vote and at least 80 percent of the 
total number of shares of all other classes of stock of the corporation.” 


5H. R. 8300, §359(c), as passed by the House. 
6 I.R.C. §305 (1954). 

7 LR.C. §302(a), (b) (1954). 

8 I.R.C. §§355, 368(a) (1) (D) (1954). 

9 T.R.C. §331(b) (1954). 

10 [.R.C. §337 (1954). 

11 81st Cong., 2d Sess. (1950). 
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Committee, not because of any objections to this provision, but because the 
bill became lost in the legislative upheaval following the outbreak of 
Korean hostilities. 

The Ways and Means Committee again returned to the Groman prob- 
lem in section 359(c) of the 1954 Revenue Revision Bill, H.R. 8300, 
which was approved by the House. That section bore the distinctive 
markings of the bill of which it was a part. Where the 1950 bill had 
approached this problem from the standpoint of the eligibility of the 
parent’s stock as that of a “‘party to the reorganization,” the 1954 House 
bill achieved its objective simply by expanding the definitions of tax-free 
intercorporate transactions to include cases where the exchange is made 
with a subsidiary in consideration for its parent’s stock. Actually, under 
the House bill there was no word of art such as “reorganization” and no 
phrase “party to a reorganization.” To be sure, there were to be certain 
recognized transactions broadly comparable to the old “reorganizations” ; 
but distributions of stock incident to such transactions were integrated 
into the general scheme of non-taxable stock dividends.” 


NEw LEGISLATIVE APPROACH 


The new statute goes back to the more conventional corporate reorgani- 
zation concepts. As under former law, it accords tax deferment to 
exchanges of stock incident to the acquisition by one corporation of 
another corporation’s property.* The new statute allows stock of the 
transferee’s parent to be issued for the property and makes the parent 
corporation a “party to the reorganization” along with the subsidiary. 

The original formulation of this problem in terms of the “party to 
the reorganization” goes back to the Groman opinion itself. The issue 
in that case is stated as involving the scope of the phrase “party to a 
reorganization” in the 1928 Revenue Act which, like the present statute, 
permitted the shares of a party to the reorganization to be received with- 
out recognition of gain or loss. Actually, the issue under that statute, 
as under the current statute, is not whether the parent is a “party,” but 
whether the form of the transaction qualifies as a reorganization. 

In the Groman case the stockholders of one corporation (here called 
T corporation) made an agreement with another corporation (here called 
A corporation) to transfer all their stock in T corporation to B corpora- 
tion, a subsidiary to be formed by A corporation, in exchange for small 
percentages of the preferred stock of A corporation and B corporation and 
cash. B corporation, not even in existence at the time of the execution 
of the agreement, was not a party to the agreement. The Commissioner, 
nevertheless, conceded that its shares could be received tax-free. 


12H. R. Rep. No. 1337, 83d Cong., 2d Sess. A115-A116 (1954). 
13 T.R.C. §368(a) (1) (C) (1954). 
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In ruling that the shares of A corporation were taxable, the Court held 
that while A corporation was a party to the agreement of reorganization, 
it was not a party to the reorganization itself. This was undue preciosity. 
It meant that the corporation which made the agreement and issued its 
own stock pursuant thereto is not a “party to the reorganization,” if the 
acquired assets are directed to its subsidiary. Presumably, had the trans- 
fer been solely for A corporation stock, the T corporation stockholders 
would have received no shares of a “party to the reorganization.” It 
would have been more consonant with the natural meaning of terms to 
acknowledge that A corporation was a party to the reorganization but to 
hold that the reorganization was not permissible under the statute. 


CONTINUITY OF INTEREST 


In its true posture, the Groman decision represented a new application 
of the doctrine of “continuity of interest,” first developed by the Supreme 
Court in the reorganizations cases of the early 1930’s.** Under this doc- 
trine, if the interest of a taxpayer remains substantially the same after 
the reorganization as before, the transaction is deemed not to effect a 
sufficient economic change to warrant a tax at the time. The pre-1954 
Regulations describe continuity of interest as “a readjustment of continu- 
ing interests in property under modified corporate forms,” characterized 
by “a continuity of the business enterprise under the modified corporate 
form, and a continuity of interest therein on the part of those persons who 
were the owners of the enterprise prior to the reorganization.” 

As originally enacted, the reorganization sections of the Code contained 
no requirement of continuity of interest. This was purely a creature of 
the courts. It was not made explicit by Congress until 1934.1 When 
finally incorporated into the statute, continuity of interest was provided 
for by a requirement that was simpler and more rigid than the judicial 
test: the transferor must receive only voting stock for the conveyed 
property. Under this test alone the Groman transaction would not have 
constituted a tax-free reorganization, because the transferors received 
preferred stock and cash for their old stock. But the case was decided 
under the 1928 Act, when the lack of voting stock was not fatal.!* 


14 Pinellas Ice & Cold Storage Co. v. Comm’r, 287 U.S. 462 (1933); Nelson Co. v. 
Helvering, 296 U.S. 374 (1935) ; Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935). 

15 Reg. 118, Sec. 39.112(g)-1(b). 

16 Revenue Act of 1934, Sec. 112(g). 

17 The Revenue Act of 1928, section 112(i) (1), defined a reorganization as “a merger 
or consolidation (including the acquisition by one corporation of at least a majority of 
the voting stock and at least a majority of the total number of shares of all other classes 
of stock of another corporation, or substantially all the properties of another 
corporation).” 
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The point of special interest in the case, which survived the 1928 
statute, was the rule that continuity of interest is not maintained where 
the conveyed property passes to a corporation other than the one issuing 
the stock, even though the corporation acquiring the property is the sub- 
sidiary of the corporation issuing the stock. The Groman case stated the 
continuity test in this manner : 


. . . the purpose of the reorganization sections . . . is that where, pursuant 
to a plan, the interest of the stockholders of a corporation continues to be 
definitely represented in substantial measure in a new or different one, then 
to the extent .. . of that continuity of interest, the exchange is to be treated 
as one not giving rise to present gain or loss. 


The Court found the continuity broken in the exchange by the stock- 
holders of T corporation of their stock for A corporation stock, because 
B corporation, not A corporation, was the one which acquired the T 
corporation stock. Thus, the ownership of A corporation stock did not 
represent a continued participation in the conveyed property but simply a 
participation in the assets of A corporation. The fact that a part of the 
assets of A corporation was all the common stock of B corporation, which 
owned the conveyed stock, was lightly dismissed by the Court. 


CONTINUITY THROUGH PARENT-SUBSIDIARY RELATION 


The Court certainly realized that for all practical purposes ownership 
of property by a subsidiary is the same thing as ownership by the parent, 
for the parent, through its complete ownership of the stock of the sub- 
sidiary, has as much dominion over the assets of the subsidiary as if it 
owned those assets itself. Hence, the interest of the stockholder continues 
to be definitely represented in identical fashion, whether he now holds 
stock in the parent or in the subsidiary directly, and this interest can no 
more be erased by the infinite pyramiding of corporate structures than 
the Macbeth crime could be rubbed out by the lady’s perfumes. The 
Court’s rejection of a stockholder’s ownership of the parent’s stock as not 
satisfying the requisite, continuous interest in the transferred stock, 
therefore, can be regarded only as inexplicable devotion to form. 

It is possible that something could be said for the Court’s opinion in a 
case where the parent owns less than 100 per cent of the common stock 
of the subsidiary. But such was not the fact in the Groman case. Besides, 
the Court was not disturbed by a dilution of the interest in the transferred 
assets ; it demanded only that the transferor obtain a stock interest in the 
very corporation which acquired the property regardless of whether the 
stock received by the transferor represented only a minority interest in the 
acquiring corporation and, through it, in the transferred property, and 
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without regard to the fact that the stockholder’s interest in the exchanged 
property would thus be of a vastly different nature.’*® 


APPLICATION OF “STEP”? ANALYSIS 


Professor Magill has said that “the Groman decision carried the doc- 
trine of continuity of interest to extreme and it seems unnecessary 
lengths.” 1° Later decisions drove it even farther. In Helvering v. 
Bashford *° the pattern was substantially the same as in the Groman case, 
except that the stock of T corporation was acquired in the first instance by 
the parent, A corporation, rather than, as in the Groman case, by the sub- 
sidiary directly. Pursuant to plan, A corporation then transferred the 
stock to its newly organized subsidiary, B corporation, in which A corpo- 
ration owned 57 per cent of the common and all the preferred stock. The 
Court held that any direct ownership by A corporation of T corporation 
stock was “transitory and without real substance” and merely “part of a 
plan which contemplated the immediate transfer of the stock to the new 
subsidiary.” Following the Groman case, the Court held the receipt of the 
parent’s stock taxable. 

The road from Groman to Bashford may have been short, but it was 
not without alternate turns. The fact is that each step in the Bashford 
case, if taken separately, technically might have satisfied the non-recogni- 
tion provisions. Thus, the transaction by which A corporation acquired 
substantially all of 7 corporation stock in exchange for its own voting 
stock, and nothing more, plainly would have been a tax-free reorganiza- 
tion under the precursor of what was subdivision (B) of section 
112(g)(1) of the prior law.”* A corporation’s subsequent conveyance 
of the T stock to B corporation in exchange for a controlling interest in 
B’s stock, in a separate and independent transaction, would again produce 
a non-taxable reorganization either under subdivision (D) of this sec- 
tion ** or under prior section 112(b)(5).?% Why then should the com- 


18In Robert Campbell, 15 T.C. 312, 320, the Court expressly took note of the principle 
that “continuity” is maintained even by a “small minority interest.” 

19 MAGILL, TAXABLE INCOME 160 (rev. ed. 1945). 

20 302 U.S. 454 (1938). 

21 LR.C. §112(g) (1) (B) (1939) read: “the acquisition by one corporation, in exchange 
solely for all or a part of its voting stock, of at least 80 per centum of the voting stock 
and at least 80 per centum of the total number of shares of all other classes of stock of 
another corporation.” 

22 T.R.C. §112(g)(1)(D) (1939) read: “a transfer by a corporation of all or a part 
of its assets to another corporation if immediately after the transfer the transferor or 
its shareholders or both are in control of the corporation to which the assets are 
transferred.” 

28 That section, like section 351 of the new Code, provided for non-recognition of 
gain “if property is transferred to a corporation by one or more persons solely in exchange 
for stock or securities in such corporation, and immediately after the exchange such 
person or persons are in control of the corporation.” 
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bination of the two transactions as related steps in a single plan precipitate 
tax? 

The answer appeared simple to the Supreme Court. It was enough that 
the Bashford transaction when it was completed ended up like the 
Groman plan. The fact that the parties may have taken one or two addi- 
tional steps to get there proved no obstacle. The fact situation obtaining 
at the conclusion of the integral plan must satisfy the reorganization 
statute, not merely some interim step such as the transitory routing of the 
transferred stock to the parent.* Yet the opinion does not even attempt 
to answer the question of how an entire reorganization plan may become 
susceptible of recognition for tax purposes, if its separate parts do not at 
any stage effect such a change in economic interests as to warrant recog- 
nition. The decision in the Bashford case need not have been considered 
foregone because of the identity of its end result with that in the 
Groman case. To reach the Bashford conclusion, the Court had to apply 
what has come to be known as the “step” analysis of reorganizations, that 
is, to deny tax significance to steps short of the final stage where that last 
step would precipitate tax if taken directly in the first instance.” 


TypicaL “STEP” TRANSACTIONS 


Typical settings of “step” transactions are “control” cases under former 
sections 112(b) (5) and 112(g) (1) (D),* where the statute required that 
the transferor be in control of the transferee “immediately after the 
transfer,” and spin-offs under former section 112(b)(11),?" where the 
recipient stockholder is enjoined from disposing of his spun-off stock as 
a bail-out device. Since a transfer of assests under old section 112(g) 
(1)(D) or a spin-off was frequently effected for the very purpose of 
enabling the holding of interests in corporate assets in such a manner 


24 Cf. United Light & Power Co., 38 B.T.A. 477 (1938), aff'd, 105 F.2d 866 (7th Cir. 
1939), cert. denied, 308 U.S. 574 (1939). 

25 See, e.g., Mintz and Plumb, Step Transactions in Corporate Reorganizations in 
ProceepINGs OF New YorK UNIVERSITY TWELFTH ANNUAL INSTITUTE ON FEDERAL 
Taxation 247 (1954). 

26 See notes 22 and 23 supra. 

27 T.R.C. §112(b) (11) (1939) provided: “If there is distributed, in pursuance of a 
plan of reorganization, to a shareholder of a corporation which is a party to the reor- 
ganization, stock (other than preferred stock) in another corporation which is a party 
to the reorganization, without the surrender by such shareholder of stock, no gain to the 
distributee from the receipt of such stock shall be recognized unless it appears that (A) 
any corporation which is a party to such reorganization was not intended to continue 
the active conduct of a trade or business after such reorganization, or (B) the corpora- 
tion whose stock is distributed was used principally. as a device for the distribution of 
earnings and profits to the shareholders of any corporation a party to the reorganization.” 
Its counterpart in the present Code is section 355(a) (2) (B), which permits the tax-free 
distribution of stock in a controlled corporation, “whether or not the shareholder sur- 
renders stock in the distributing corporation.” ‘ 
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as to facilitate their disposition (where the object was to change owner- 
ship), it was obviously appropriate that the courts should have a coupling 
device to tie in consecutive events that negated the step on which tax 
deferment was predicated. 

Step transactions have also been undertaken to frustrate the require- 
ment of a “C” reorganization that “substantially all’? the corporate 
property be exchanged for the acquiring corporation’s stock. Thus, where 
only some lesser portion of the property was so to be acquired, the 
transferor corporation might first transfer that property in a “D” 
reorganization to a go-between corporation controlled by it; and that 
intermediate corporation would then transfer all such property to the 
intended acquiring corporation for the latter’s voting stock in a qualifying 
“C” reorganization.** Here again, the “step” analysis has served to deny 
the benefits of the applicable non-recognition statute to transactions 
which obviously circumvented its premise. 

The “step” analysis thus appears to be a means of withdrawing tax 
deferment from a transaction whose final steps reverse the very elements 
of the earlier steps that prompted non-recognition of gain. Where is such 
a reversal in a case of the type of Bashford? The preliminary transfer of 
the stock to the parent is accorded tax deferment because the transferors 
preserve their continuity of interest in the stock through the receipt of a 
direct stock interest in the parent. As urged supra, the parent’s later 
conveyance of these assets to its subsidiary does not disrupt or even 
diminish this continuity of interest (except possibly in cases where the 
parent’s interest consists of less than 100 per cent of the subsidiary’s 
stock). In combination, these separate steps no more affect continuity 
of interest than does each step separately taken. The compelling justifica- 
tion, therefore, for disregarding the tax significance of the separate 
steps is lacking. 


ADVANCED “STEP” TECHNIQUES 


Nevertheless, the Bashford case made the law; and it behooved 
ingenious tax counsel to attempt to chart other steps for getting the 
merged corporation’s stock or assets into a subsidiary of the stock-issuing 
company. The chief infirmity of the plan in that case, it must be remem- 
bered, is its close similarity to the plan in the Groman case. The trans- 
action is slowed down into two steps, but by superimposing the blueprints 
for the two steps, one atop the other, a composite print is obtained which 
looks like the plan in Groman. In each case the commodity sold is the 


28 See, ¢.g., Electrical Securities Corp. v. Comm’r, 92 F.2d 593 (2d Cir. 1937); 
Ballwood Co. v. Comm’r, 84 F.2d 733 (3d Cir. 1936); United Light & Power Co., 38 
B.T.A. 477 (1938), aff'd, 105 F.2d 866 (7th Cir. 1939), cert. denied, 308 U.S. 574 (1939). 
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merged corporation’s stock, and it passes in a direct line from the merged 
corporation’s stockholders to the issuing corporation’s subsidiary—in the 
one case immediately, in the other after a brief stop-over in the issuing 
corporation’s treasury. 

Now, if the pattern could be significantly varied, reasoned tax counsel, 
the result in the Groman case might be avoided: have the stockholders 
of the merged corporation (T corporation) first convey their stock to a new 
holding company (B corporation) for its stock, and then let them exchange 
this holding company stock for stock of the issuing corporation (A 
corporation). At this point the parties to the reorganization are no longer 
trading in the merged corporation’s stock but in a holding company issue. 
The plan is effected on the wings of two reorganizations. First, there is 
the intramural event when the merged corporation’s stockholders transfer 
their stock over to the holding company controlled by them in a transaction 
that had the full support of either of two former tax-deferment sections 
(112(b)(5) and 112(g)(1)(B)). Only at this point does the trade 
with the issuing corporation commence; it takes the form and spirit 
of a “B” reorganization, with the stockholders conveying “‘at least 80 
percentum of the voting stock and at least 80 percentum of the total 
number of shares of all other classes of stock” of the holding company in 
exchange solely for part of the voting stock of the issuing company.”® 

Curiously, no cases appear to have tested this particular program. But 
a variant of it, involved in the cases of Lawrence v. Cominissioner,® and 
Whitney Corp.,** has the merged corporation itself transferring its assets 
to its wholly-owned subsidiary, B corporation, and then immediately 
exchanging all the stock of this asset-holding subsidiary for stock of A 
corporation (the issuing corporation), the latter company in this manner 
becoming the parent of the asset company. 


CoMBINATION REORGANIZATIONS 


Two valid reorganizations have thus been placed back-to-back. The 
first step is the acquisition by B corporation “in exchange solely for all 
or a part of its voting stock, of substantially all the properties” of T 
corporation, which is a so-called “C” reorganization.** This is followed 
by a “B” reorganization,® i.e., the T corporation exchanges all its stock 
in B corporation solely for part of the voting stock of A corporation. 


29 See note 21 supra. 

30 123 F.2d 555 (7th Cir. 1941). 

31 38 B.T.A. 224 (1938), aff'd, 105 F.2d 438 (8th Cir. 1939). 

82 T.R.C. §112(g)(1)(C) (1939) read: “The acquisition by one corporation, in ex- 
change solely for all or a part of its voting stock, of substantially all the properties of 
another corporation.” For the counterpart of this section in the new Code, see section 
368(a)(1)(C) (note 4 supra). 

83 See note 21 supra. 
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However, the cases hold that multiplicity of reorganizations creates 
weakness.** In net effect, the multiple reorganization is the equivalent 
of a single “C” reorganization, the transferor corporation, however, 
receiving for its assets not stock of the acquiring corporation but stock of 
that corporation’s parent. Under the Groman rationale, this causes a 
dissipation of the requisite, continuing interest in the transferred assets. 
As one Court held, “the transferor had no direct interest in the corpora- 
tion receiving the property which was transferred,” * for, as another 
remarked, ownership of the parent stock “did not represent in any way the 
old assets which remained in... [the] subsidiary.” ** 

If taxability of this transaction is based on disruption of the trans- 
feror’s interest, which is said to result from the transferor corporation’s 
(or its stockholders’) coming out with stock in the parent of the asset- 
acquiring corporation rather than with stock in the acquiring corporation 
itself, it must be pointed out that even in a 100 per cent tax-proof “B” 
reorganization the transferring stockholders wind up with stock of the 
parent of the corporation which owns the assets. To be sure, the asset- 
owning corporation in such case is the very same corporation in which the 
transferring stockholders originally held their shares, but the nature of 
their interests after the “B” reorganization is precisely the same as when 
the assets wind up in a newly-created subsidiary after the combination of 
consecutive “C” and “B” reorganizations. 


EFFECT OF COLLATERAL FACTS 


Actually, there is more to these combination reorganizations than the 
simple blueprint described supra. And the decisions in the cases may 
rest as much on such other factors as on the abstract Groman principle. 
Thus, the Whitney case involved complex maneuvers in creating a large 
marine dredging firm. The original corporations were a parent and its 
subsidiary, both of which first disposed of some unwanted assets, and 
then the subsidiary transferred some assets to the parent. Both the 
parent and the subsidiary thereafter transferred all their remaining work- 
ing assets to a new operating company in exchange for its stock, the two 
transferor corporations retaining some liquid assets over and above 
liabilities. The parent transferor then sold its stock in the operating 
company to a new holding corporation for cash. The subsidiary trans- 
feror, the taxpayer in the case, transferred its stock in the operating 


8¢ Lawrence v. Comm’r, 123 F.2d 555 (7th Cir. 1941) ; Whitney Corp., 38 B.T.A. 224 
(1938), aff'd, 105 F.2d 438 (8th Cir. 1939). 

35 United Light & Power Co., 38 B.T.A. 477 (1938), aff'd, 105 F.2d 866 (7th Cir. 
1939), cert. denied, 308 U.S. 574 (1939). 
86 Whitney Corp., 38 B.T.A. 224 (1938), aff'd, 105 F.2d 438 (8th Cir. 1939). 
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and not permitted the same to be owned by its subsidiary, B corporation, 
a tax-free reorganization would have occurred.** 


ASSET MERGERS 


The Groman rule has been applied indiscriminately whether the trans- 
action involved the assets of the transferor corporation or the stock of its 
stockholders. The transactions in Groman and Bashford were stock 
deals. In Whitney and Lawrence there were asset transfers first to con- 
trolled corporations and then stock trades. The earliest case to tax a 
transaction in which the transferor corporation transferred its assets 
directly in exchange for stock of the parent of the acquiring corporation 
was Michigan Steel Corp.** The taxpayer did not urge that the Groman 
case had no application in view of this difference in facts. Rather, it 
maintained that since A corporation stock came directly from A corpora- 
tion and not from the subsidiary which acquired the assets, A corporation 
therefore was a “party to the reorganization” and its shares could be 
received tax-free. The Court made short shrift of this argument, 
stating : 

... The Supreme Court was wholly disinterested in the question of whether 


the securities (of the parent) were transferred directly from the contracting 
parent corporation or indirectly through a wholly owned subsidiary.®® 


Conversely, one might assume that there would be no adverse effect 
if the parent’s stock were transferred from the subsidiary, as in the 
Lawrence case, so long as the assets came to rest in the parent. Thus, 
if T corporation transferred its assets to B corporation in exchange for A 
corporation stock owned by B corporation, and B corporation as part of 
the same transaction conveyed the assets to its parent, A corporation, 
the transaction presumably would be tax-free. In a similar case, where 
the initial transfer was made to the subsidiary, B corporation, in exchange 
for the parent’s stock because of certain temporary impediments to 
acquisition of the transferred property directly by the parent, the “step” 
analysis was applied in taxpayers’ favor to sustain the reorganization, 
since the ultimate transfer from the subsidiary to the parent was planned 
and had eventuated.* 


87 In the Groman and Bashford cases the stock-issuing company did own directly the 
stock of the corporation acquiring the assets, and the Supreme Court nevertheless refused 
to find a tax-free transaction. Although there would appear to be no practical difference 
between direct ownership of the asset-holding subsidiary and ownership through an 
intermediate holding company, the new statute appears to accept this dictum of the 
Lawrence opinion. See p. 137 infra. 

88 38 B.T.A. 435, 451 (1938). 

89 Jd. at 451; see also Park & Tilford, 43 B.T.A. 348 (1941). 
40 Gertrude Chase, 44 B.T.A. 39 (1941), aff’d, 128 F.2d 740 (2d Cir. 1942). 
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TRANSFERS IN CONTEMPLATION ONLY 


The Bashford, Lawrence, and Whitney cases, in which the “step” 
analysis was applied to deprive the taxpayers of the tax advantages of 
their reorganizations, are devoid of much of the persuasiveness of the 
opinions in cases of typical “step” reorganizations, for they lack the 
aforementioned element which characterizes such cases, namely, tax- 
payers’ attempts not merely to get around some formal obstacle in the 
reorganization statute but actually to defeat the purposes of the statute. 
Thus, the significant characteristic of a typical “step” reorganization case 
is a final step which vitiates the very substantive condition on which tax 
deferment at an earlier step was predicated, viz., retention of control,** 
disposition of “substantially all” assets of the merged corporation, * etc. 
The only resemblance of such a case to a case like Bashford lies in the 
fact that a later step, which technically would not satisfy the reorganiza- 
tion statute, is contracted for as a planned sequel to the earlier qualifying 
step. This superficial resemblance is obviously not compelling justification 
for applying the “step” rules in deciding the Bashford variety of cases. 

Even this superficial resemblance is lacking where the later step was not 
contracted for as a planned future act but merely occurred, without 
prior commitment or obligation, as one of several alternate courses that 
may or may not have been contemplated initially. Yet the Board of 
Tax Appeals in Anheuser-Busch, Inc.* integrated with earlier steps an 
eventual step that was merely a contemplated possibility when the earlier 
steps were initiated. In so doing, the Board did more than follow the 
ill-advised “step” precedents; it actually pushed the “step” analysis 
farther than it had ever been extended before in any type of case. 

The Anheuser-Busch plan called for a transfer of assets by T corpora- 
tion to A corporation in exchange for A corporation stock. After the 
closing A corporation turned the assets over to its subsidiary, B corpora- 
tion. This subsequent transfer was not a part of the plan between T 
corporation and A corporation, and T corporation had absolutely no 
voice in the transfer to B corporation. The plan did, however, recite 
that A corporation was “‘at liberty” to transfer the assets to a new corpora- 
tion which might be organized by it. Had A corporation not made the 
transfer to B corporation, T corporation would have enjoyed the benefits 
of a non-taxable reorganization. However, as a result of the transfer by 
A corporation, acting solely on its own volition, 7 corporation lost its 
reorganization. 


41 See p. 125 supra. 

42 See p. 126 supra. 

4840 B.T.A. 1100 (1940), aff'd, 115 F.2d 662 (8th Cir. 1940), cert. denied, 312 U.S. 
699 (1941). 
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The Tax Court was not distressed by the plight of T corporation. 
It ruled that though the plan did not specifically require the transfer of B 
corporation but left it optional with A corporation, so that T corporation 
might thus be placed in the position of having a taxable rather than a 
non-taxable transfer thrust upon it by the sole act of a third party, this did 
not immunize it against the tax. To support this rather startling result, 
the Court argued that the transfer to B corporation, which ultimately 
eventuated, was “a contemplated possibility under the plan” inasmuch as 
the agreement of reorganization left A corporation at liberty to make the 
ultimate transfer, and other instruments delivered at or about the time 
of the execution of the agreement indicated that T corporation would 
be required to cooperate with A corporation if it did organize a new corpo- 
ration to receive the assets. Finally, the unsympathetic Court observed 
“by their own act they put it within the power of another so to control 
the essential character of that transaction that the taxing provisions of 
the revenue acts became operative.” 

Edith Goldwasser ** is one other decision very similar to Anheuser- 
Busch, Inc. This involved a transfer to A corporation by the stock- 
holders of T corporation of all their stock for the stock of A corporation. 
The latter, through its stock ownership of T corporation caused it to 
transfer its assets to B corporation, a subsidiary of A corporation, for 
stock of B corporation. T corporation was then dissolved by A corpora- 
tion with A corporation receiving 7’s B corporation stock in cancella- 
tion of T stock. The facts show that A corporation had advised the 
stockholders of T corporation of the contemplated transfer of the assets 
to B corporation and of the possible subsequent dissolution of T corpora- 
tion. Finding that the subsequent transfer and dissolution of T corpora- 
tion were contemplated in the negotiation of the plan, the Court treated 
them as part of the plan and thus imposed a tax. The Court did not indi- 
cate whether tax would have been levied if T corporation had not been 
dissolved but had merely had its assets transferred to B corporation 
and A corporation had kept 7 corporation alive as an intermediate hold- 
ing company. Seemingly, this would have constituted a technical com- 
pliance with subdivision B of former section 112(g) (1), for the original 
stockholders of T corporation would appear to have continued to main- 
tain their direct interest in the stock of T corporation through their 
ownership of stock in A corporation, which owned the T stock, even 
though they would no longer have a continued, direct interest in the assets 
of T corporation 


44 47 B.T.A. 445 (1942), aff'd, 142 F.2d 556 (2d Cir. 1944). 
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“Step” Horizons 

The real significance of cases such as Anheuser-Busch and Goldwasser 
is in the extent to which they have widened the tax collector’s horizons. 
If the tax advantages of a reorganization can be lost by reason of matters 
which happen after the event, which were not planned, and which were 
entirely beyond the control of the taxpayer, then there is obviously no such 
thing as a “safe” reorganization. No prediction can be made as to when a 
reorganization will be deemed to have come to an end. To be sure, the 
rule still seems to require that subsequent events shall at least have been 
contemplated as possibilities. But whether a step is contemplated or is 
an after-thought is solely a matter of proof and any trial practitioner can 
attest to the difficulty of establishing the fact that a step taking place 
subsequently was not contemplated. 

Robert Campbell, the latest decision in this field, is a case in point 
The stockholders of a small steel company transferred all their stock t 
one of the industry “giants” for a small per cent of the latter’s voting 
stock which, incidentally, the latter bought for purposes of the transaction 
in the open market. On the day after the closing, the acquiring corpora- 
tion (A corporation) sold all the transferred stock to one of its operating 
subsidiaries, B corporation, for cash; another of A corporation’s subsidi- 
aries, C corporation, in turn, bought some of this stock also for cash from 
the first subsidiary. A fortnight later the two subsidiaries brought about 
the dissolution of the original small steel company, and each operated a 
separate phase of its business until a later date, when they joined in a 
sale for cash of all its assets to still another subsidiary of A corpora- 
tion. 

All of these intramural transactions were dictated by changing con- 
cepts and requirements pertaining to the organization of A corporation’s 
industrial empire after A corporation contracted with the small company’s 
stockholders. The Court found that A corporation had actually advised 
the small company’s stockholders of its intent to continue the original 
company and that the parties did not contemplate at the time of making 
the contract any transactions after the original stock exchange. Plans 
for such subsequent transactions were nevertheless developed between the 
dates of the contract and closing, so that the first of the subsequent steps 
was actually initiated on the day following the closing. The Court 
viewed the subsequent conveyance to the subsidiary as being without sig- 
nificance, since “not even Bethlehem, still less petitioners, contemplated it 


as a possible part of the plan.” The Court held that this distinguished 
#515 T.C. 312 (1950). 
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the case from the Anheuser-Busch case, where the plan to organize a 
subsidiary was clearly in mind and was consummated with the transferor’s 
cooperation. Thus, the Court concluded: 

Since this means the plan did not envisage the subsequent transfer, peti- 
tioners must be held to have retained the requisite continuity of proprietary 
interest as of the time the only transaction occurred in which they participated. 

he taxpayer was able to save its reorganization in this case. But the 
basis of distinction between this and the Anheuser-Busch case was so 
intangible as to afford no satisfactory guide for the future. 


OPERATION OF THE STATUTE 


The body of case law was thus ripe for the new legislation. How 
well the proposed statute does its job remains for consideration. The 
signal achievement of the new statute is its clear reversal of the rule 
that has prevented transferred assets from being placed in the hands of a 
subsidiary of the corporation issuing the stock.‘ Moreover, the statute 
eliminates the risk to the merged corporation of loss to it or its stock- 
holders of the benefit of a tax-free reorganization by the unilateral act 
of the acquiring corporation’s conveying the acquired assets to a sub- 
sidiary after the closing with the merged corporation ; for the statute bars 
any possible disqualification of a “C” reorganization on the ground that 
the corporation acquiring the assets for its stock then transfers these 
assets to its subsidiary.** These changes represent considerable liberaliza- 
tion of the old rules. , 

However, it is a significant commentary on the new statute that the 
result in the majority of the prior cases probably would not be altered 
were they to arise under the new statute. Curiously, taxpayers would 
lose today in the very cases which gave rise to the statute, Groman and 
Bashford. In several other cases, Lawrence, Whitney, Goldwasser, and 
Campbell, the outcome would be doubtful now. In fact, in only two cases 
is there any certainty that the taxpayers would win, 1.e., Michigan Steel 
and Anheuser-Busch, 

This should suggest that the statute leaves unsettled a host of technical 
questions involving transfers of corporate assets in exchange for stock 
of the acquiring corporation’s parent. Of more importance is the fact 
that the statute leaves entirely untouched the subject of transfers of stock, 
by stockholders, in exchange for stock of the acquiring corporation’s 
parent. 

46 Jd. at 321. 


47 See note 4 supra. 
48 See I.R.C. §368(a) (2) (C) (note 4 supra). 
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EXTENT OF OWNERSHIP OF SUBSIDIARY’S STOCK 


In the Groman case the stock-issuing parent owned all the common 
stock of the asset-acquiring subsidiary but none of its outstanding pre- 
ferred. The statute requires the parent to have “ownership of stock 
possessing at least 80 per cent of the total combined voting power of 
all classes of stock entitled to vote and at least 80 per cent of the total 
number of shares of all other classes of stock of the corporation.” * In 
the Bashford case the parent owned all the preferred but only 57 per cent 
of the common stock. 


VotTiInG StocK REQUIREMENT 


The taxpayer in the Groman case would fail under the new statute on 
another count. The parent corporation issued its preferred stock for the 
acquired assets. The statute requires the issuing corporation to give its 
voting stock for the assets or, at least, to give its voting stock to the 
extent of 80 per cent of the fair market value of all the property of the 
merged corporation.*® Even this latter alternative, which represents a 
liberalization of the former 100 per cent voting stock requirement,” is 
not satisfied in the Groman case. 

This latter test permits the use of some types of consideration other 
than voting stock to the extent of the value of any assets acquired from 
the merged corporation over and above 80 per cent of all its assets. Such 
other consideration can take the form of preferred stock of the parent, 
or presumably of the subsidiary, or even cash. However, in obviously 
overwhelming measure the consideration must represent voting stock of 
the parent of the acquiring corporation or of the acquiring corporation 
itself. 


UsE oF SUBSIDIARY’S VOTING STOCK 


An important question created under the statute is whether the voting 
stock delivered to the merged corporation may be partly that of the 
acquiring corporation and partly that of its parent. Thus, suppose 
T corporation transfers all its assets to B corporation, a subsidiary of A 
corporation, solely in exchange for voting stock of A corporation and B 
corporation. It is noteworthy that this is similar to the plan in the 
Groman case (except that the stocks of A corporation and B corporation 
were preferred). The new statute clearly allows the assets to be acquired 
by B corporation “solely for all or a part of its voting stock,” or alter- 


49 See I.R.C. §368(c) (note 4 supra). 
50 T.R.C. §368(a) (2) (B) (1954). 
51 See note 32 supra. 
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natively allows the assets to be acquired by B corporation “in exchange 
solely for all or part of the voting stock of a corporation which is in con- 
trol of the acquiring corporation.” ** Thus, the statute approves an 
acquisition “solely’’ for the acquirer’s stock or “solely” for its parent’s 
stock, but an acquisition for a combination of the two appears to be 
counter to the language of the Act, even though it is consonant with its 
plain intent, 7.e., to allow the delivery of parent stock with the same effect 
as the delivery of the subsidiary’s stock. 

The draftsmen of the new legislation could easily have avoided this 
possible trap, by providing for an acquisition by a corporation in exchange 
solely for all or a part of its voting stock, or voting stock of the corpora- 
tion which controls it, or the voting stock of both. Liberal Regulations 
would be helpful here by permitting the use of voting stock of the parent 
or of the subsidiary interchangeably where all the assets are acquired 
entirely by the subsidiary. The problem is different where the assets are 
acquired only partly by the subsidiary and partly by the parent. It is 
not even certain to what extent such a division of the assets is approved 
under the statute, as a discussion infra will indicate. But assuming its 


‘ 


permissibility, a serious question arises whether voting stock of the sub- 
sidiary can be issued. 

It should be remembered that the new statute authorizes stock of the 
parent to be issued where the assets are taken by the subsidiary, but that 
a parent cannot convey stock of its subsidiary for assets the parent takes 
itself. Thus, it clearly would be improper to issue subsidiary stock in a 
greater proportion than the amount of assets received by the subsidiary 
bears to the amount of assets received by the parent and the subsidiary, 
because the ownership of subsidiary stock does not represent a continuing 
interest in assets acquired by the parent. However, in theory, the issuance 
of subsidiary stock commensurate with the assets received by it is justi- 
fiable. Nevertheless, the proposition is sufficiently doubtful to discourage 
any deliberate planning of reorganizations with stock of the subsidiary 
where any portion of the newly-acquired assets are to be retained by the 
parent. 


DELIVERY OF PARENT’S STOCK BY SUBSIDIARY 


While it cannot be recommended that stock of the subsidiary be issued 
under these circumstances, there is nothing to prevent the subsidiary 
itself delivering the parent’s stock on the exchange where the subsidiary 
owns some of its parent’s stock or can purchase some on the open market 
or otherwise. For the statute requires only that the assets acquired by the 
subsidiary be exchanged for voting stock of the parent, without specifying 


52 See ILR.C. §368(a) (1) (C) (note 4 supra). 
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the source from which the parent’s stock must issue. As in the Michigan 
Steel case, supra, the Supreme Court was disinterested in whether the 
parent’s stock was transferred directly from the parent or from the sub- 
sidiary, so under the new statute is this factor without significance. 
Therefore, while the usual type of transaction involved in the Groman 
case is likely to be set up by the parent, it is entirely possible for the sub- 
sidiary to negotiate and conclude the transaction entirely without partici- 
pation by the parent. 


MULTIPLE-TIER HoLpINGc COMPANIES 


The Lawrence case, supra, was one in which the parent’s stock delivered 
in the transaction came from the subsidiary. However, the taxpayer there 
would probably lose under the present statute on several other scores. 
Tirst, the transferred assets were finally possessed not by the direct sub- 
sidiary of A corporation (the corporation whose stock was delivered) but 
by C corporation, a subsidiary of B corporation, whose stock was owned 
by A corporation. The statute permits only the delivery of stock of a 
corporation “which is in control of the acquiring corporation,” °° and 
“control” is defined as “the ownership of stock possessing at least 80 per 
cent of the total combined voting power of all classes of stock entitled to 
vote and at least 80 per cent of the total number of shares of all other 
classes of stock of the corporation.” ®* There is no arguing the fact that 4 
corporation controlled C corporation, yet its practical domination of C 
corporation through an intermediate holding company does not satisfy 
the literal language of the statute. Here again, it is not safe to assume 
statutory compliance, for it is entirely possible to construe the statute’s 
apparent requirement of a single-tier holding structure as deliberate. In 
fact, in the Lawrence case itself the Court went so far as to intimate that 
if A corporation had owned directly the stock of the repositary of the 
assets, C corporation, a tax-free reorganization could have been found. 

Strangely enough, there is a transaction which can be set up within the 
literal wording of the statute whereby some pyramiding is possible. Thus, 
if the assets are transferred to B corporation in exchange for the stock of 
its parent, A corporation, and if B corporation then transfers the assets 
to its own subsidiary, C corporation, an approved “C” reorganization 
under section 368(a)(1)(C) is created, followed by a non-disqualifying 
transfer to a subsidiary under section 368(a)(2)(C). This effect is 
probably not intended under the statute, since the obvious purpose of 
section 368(a)(2)(C) was merely to modify the result of the Bashford 
case in instances where the stock-issuing corporation transfers the 


acquired assets to its subsidiary. 


53 [bid. 
54 T.R.C. §368(c) (1954). 
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EFFECT OF TECHNICAL NON-COMPLIANCE 


Possibly the Lawrence case would fail to avoid tax today for another 
reason. It will be recalled that in the transaction there involved, the 
merged corporation first transferred all its assets to C corporation in 
exchange for all the C corporation stock in a “C” reorganization. The 
merged corporation, or its stockholders in liquidation, then exchanged 
all the C corporation stock for voting stock of A corporation. This 
second step, which had the effect of undoing the “C” reorganization, was 
held to cause a forfeiture of the tax-free reorganization because of the 
resemblance of the end-result to the Groman case. 

While it is true that this end-result has now been approved under the 
new statute, it is possible that it will be held that the result must be 
achieved in a manner set forth in the statute, 1.e., by a transfer of assets 
either directly to the subsidiary of the stock-issuing corporation or first 
to the stock-issuing corporation and then by it to a subsidiary. The fol- 
lowing phrase in the new statute lends support to this: 

In the case of a reorganization qualifying under paragraph .. . (1)(C) of 
subsection (a) by reason of paragraph (2)(C) of subsection (a), the term 
“a party to a reorganization” includes the corporation controlling the corpora- 
tion to which the acquired assets are transferred.™ 


A transfer of the assets by the stock-issuing corporation to its subsidiary 
might be thought to be sufficiently similar in end-result to a direct transfer 
to the subsidiary in the first instance so as to qualify under section 368 (a) 
(1)(C) even without benefit of section 368(a)(2)(C), but the above- 
quoted passage in the statute speaks of such a transfer as qualifying 
by reason of paragraph (2)(C). The implication is that, absent such a 
provision in the statute, the transaction would not have constituted a 
qualified reorganization. Analogously, the pattern in Lawrence, not being 
covered by the statute, might not qualify as well as the pattern in the 
Whitney case which was quite similar. 

The only two of the earlier cases which would clearly be won by tax- 
payers under the new statute are Michigan Steel and Anheuser-Busch, 
the former involving a direct transfer of the assets to the issuing corpo- 
ration’s subsidiary in the first instance, the latter a transfer first to the 
issuing corporation and then to its subsidiary. 

Even the Campbell case, which was actually won by the taxpayer 
because the Court refused to tie the subsequent transfer to the subsidiary 
into the original transaction, contains elements which might cause trouble 
under the new statute. There is first the probably immaterial fact that 
the stock-issuing corporation turned the acquired assets over to an 


55 T.R.C. §368(b) (1954) ; emphasis added. 
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existing subsidiary in a cash transaction rather than in a tax-free 
exchange for stock. However, the statute speaks only of the assets 
acquired in the transaction being “transferred to a corporation controlled,” 
without specifying the consideration for the transfer or the transaction 
by which control of the corporation was acquired. 


Divipinc AssETSs AMONG SEVERAL SUBSIDIARIES 


The element of the transactions in the Campbell case that is potentially 
more troublesome is that the assets wound up in not one but two sub- 
sidiaries of the stock-issuing corporation. The statute defines a so-called 
“C” reorganization as an acquisition by “one corporation [whether in 
exchange for its own ‘stock or for its parent’s stock] of substantially all 
the property of another corporation.” Hence, a parent corporation may 
take “substantially all the properties” of the merged corporation itself, 
or it may have its subsidiary take “substantially all the properties,” but 
there is no authorization for dividing the properties between the parent and 
the subsidiary, let alone among more than one subsidiary. 

Actually, there is collateral support for a transfer of the assets in the 
first instance to the parent in part and to its subsidiary in part, because 
after a transfer of all assets to the stock-issuing corporation, “part or all 
of the assets which were acquired in the transaction . . . [can be] trans- 
ferred to a corporation controlled by the corporation acquiring such 
assets.” 5° This, however, is still not authorization to divide the assets 
among two or more subsidiaries ; and in a field which has produced such 
technical rules for continuity of interest as this one, nothing can be 
assumed, notwithstanding the apparent logic of the situation. The ques- 
tion of multiple subsidiaries therefore also remains open under the 
statute. 


STOCK-FOR-STOCK REORGANIZATIONS 


Definitely the most important question which the new statute leaves 
open is the outcome in reorganizations involving the exchange of stock 
for stock—the actual transactions involved in Groman and Bashford 
(as well as in Goldwasser and Campbell). The statute enlarges the area 
of permissible reorganizations only where a corporation’s assets are 
exchanged for stock. The liberalization of the rules does not extend to 
cases where the corporation’s stock is exchanged for stock of another 
corporation. 

The inference is that a stock-for-stock exchange still cannot be made 
in consideration for stock of the receiving corporation’s parent. If this 


56 T.R.C. §368(a) (2) (C) (1954) ; emphasis added. 
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differentiation in the statutory treatment of asset transactions and stock 
transactions is intentional, justification therefor is hard to find. As in 
an asset transaction ownership of the parent’s stock represents a con- 
tinuing participation in the transferred assets which the parent through 
its subsidiary indirectly owns, in a stock transaction ownership of the 
transferred stock by a subsidiary is tantamount to ownership by the parent 
and, through it, by the parent’s stockholders. 

There is one difference between direct ownership of assets by a sub- 
sidiary and ownership by a subsidiary of stock of the corporation owning 
the assets: in the latter there is another layer of corporate structure 
between the assets and the original stockholders. If there was really 
an intent upon the part of the draftsmen to keep the assets only once 
removed from the stock-issuing corporation, as previously suggested,” 
this could account for the refusal to sanction a transaction of the type in 
Groman. On the other hand, the objection to an extra layer of corporate 
structure could readily be obviated if the subsidiary acquired, by merger, 
the assets of the corporation whose stock was transferred to it. Then 
the situation would be quite identical with that obtaining after a “C” 
reorganization with a subsidiary in consideration for stock of its parent. 
However, since the statute does not expressly authorize a stock-for-stock 
reorganization with a subsidiary of the stock-issuing corporation, it is 
obviously safer to proceed with a “C” reorganization. 


Groman SUBSTITUTES 


A “C” reorganization may not*be an available alternative where it 
is impossible to effect a reorganization with the management of the corpo- 
ration whose assets are desired, and it becomes necessary to negotiate with 
the corporation’s stockholders for their shares. If there were no other 
way of effecting a stock-for-stock transaction with a subsidiary, the 
omission of statutory authorization for such a transaction could prove a 
serious and unwarranted impediment.** 

Actually, there does appear to be an oblique way open under the statute 
to do what was tried in the Groman case. The stockholders of T corpo- 
ration convey all their stock to A corporation in exchange for 4 corpora- 
tion voting stock. (Up to this point this is a conventional “B” reorgani- 
zation, good under the prior statute and under the new one.) *® Then 4 
corporation merges 7 corporation into A corporation. Finally, A 


57 See p. 137 supra. 
58 The Senate Finance Committee has acknowledged in the Report accompanying 
H.R. 8300, that it is the duty of the Legislature not to enact rules which “would make it 
difficult for necessary business transactions to be carried out with a minimum degree of 
interference from the tax laws.” SEN. Rep. No. 1622, 83d Cong., 2d Sess. 42 (1954). 
59 LR.C. §368(a) (1) (B) (1954) ; LR.C. §112(g) (1) (B) (1939). 
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corporation transfers to its subsidiary, B corporation, the assets of T cor- 
poration so acquired. This last step is specifically authorized under a new 
provision in the 1954 Code which permits the assets acquired in a merger 
to be transferred to a corporation controlled by the corporation surviving 
the merger.® The result is that T corporation’s assets wind up in a 
subsidiary of the stock-issuing corporation after the acquisition from T 
corporation’s stockholders of all its stock. 

If the transaction can be accomplished in this fashion, the next ques- 
tion is whether the courts will accord tax deferment to a stock-for-stock 
reorganization that attains the same end-result by more direct steps. The 
most direct steps would be those involved in the Groman case: a direct 
conveyance of the 7 corporation stock to the subsidiary of the stock- 
issuing corporation, with T corporation then merging with such sub- 
sidiary, B corporation. However, the very similarity of the type of 
transaction in the Groman case, which has not received Congressional 
sanction, to the newly approved asset reorganization through a subsidiary 
may itself support the conclusion by a court that the withholding of legis- 
lative approval for the former was deliberate. 

A slight variation of the “B” reorganization between T corporation’s 
stockholders and A corporation, followed by the merger into A corpora- 
tion and transfer of the assets to B corporation, is suggested by the 
Campbell case. Instead of A corporation itself effecting the merger, it 
might contribute the stock of T corporation to its subsidiary, B corpora- 
tion, and let B corporation effect the merger. This is actually three 
reorganizations in one: first, a “B” reorganization; then a so-called ““D” 
reorganization on the occasion of the transfer by A corporation of part of 
its assets (1.e., the JT corporation stock) to B corporation; “ and then a 
statutory merger of T corporation with B corporation. Since the end- 
result is one that might have been achieved in the first instance without tax 
through a “C” reorganization with A corporation’s subsidiary, there 
would not appear to be any occasion for invoking “step” rules to impose 
tax. 

Still another method is illustrated by the Goldwasser case. Instead of 
initially merging the corporation whose stock it acquired in the transaction 
or passing such stock to another corporation controlled by it so as to effect 
the merger, the acquiring corporation (A corporation) causes T corpora- 
tion to convey all its assets to B corporation in exchange for B corporation 
stock, which T corporation then yields to A corporation in liquidation. 
Here again, we have a related series of transactions which separately 


60 T.R.C. §368(a) (2) (C) (1954). 
61 T.R.C. §368(a) (1) (D) (1954). 
62 T.R.C. §368(a) (1) (A) (1954). 
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comply with the reorganization provisions and whose net effect is sanc- 
tioned under the new statute. The transfer of assets by T corporation to 
B corporation, which A corporation is in a position to compel by virtue of 
its ownership of T corporation stock, is a “D” reorganization because it is 
a “transfer by a corporation of all. . . its assets to another corporation 
if immediately after the transfer . . . one or more of its shareholders . . . 
is in control of the corporation to which the assets are transferred .. . .” 
This provision is satisfied by A corporation’s “control” of B corporation. 
Presumably, it would not matter whether A corporation’s control predates 
the transfer to B corporation or arises as a result thereof. The “step” 
doctrine, which proved detrimental to the taxpayer in the Goldwasser case, 
would no longer seem to support a tax, now that the ultimate result of 
the transaction has legislative sanction. 

However, it must be emphasized that in all of these cases of stock-for- 
stock reorganizations, the conclusions expressed are only those of the 
writer. Until some taxpayer pays the legal fees to settle the questions, we 
must be resigned to uncertainty. 


CONCLUSION 


The Groman rule, which has long exerted its oppressive influence on 
corporate reorganizations, has finally been arrested in the Internal Reve- 
nue Code of 1954. The new provision holds much promise but may yet 
prove delusive, for Congress has failed to give real comfort here. It is 
not so much what the new law says, as what it does not say. Much will 
depend on how loudly Congress’ silence speaks to the courts. Of course, 
liberal Regulations and a policy directive from the Commissioner’s office 
emphasizing the spirit of the new legislation can do great good. However, 
until the evidence is in, one cannot safely assume that the statute will per- 
mit anything more than what it says. This means that the stock-for-stock 
reorganization with a subsidiary is unsafe. It means that the use of the 
subsidiary’s stock with the parent’s stock in an asset reorganization may 
be bad. Also to be avoided is the intervention of intermediate holding 
companies between the stock-issuing parent and the asset-holding sub- 
sidiary. Possibly more than one asset-holding subsidiary may cause 
trouble. In short, any plan which lacks explicit sanction in the statute 
must be regarded as suspect. As long as the foregoing doubts remain 
the utility of the statute will be seriously impaired. 


63 Under the former statute it was recognized that control may have been acquired 
earlier and may have resulted from a purchase as well as from an exchange. See, ¢.g., 
Comm’r v. Bankers Farm Mortgage Co., 145 F.2d 772 (7th Cir. 1944). 
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Notes 


Tie-In Sales: Treatment of Loss on Resale of Property Purchased for 
the Purpose of Obtaining Other Property. Businessmen are occa- 
sionally faced with a situation where, in order to obtain property they 
desire, they must purchase other property which under normal circum- 
stances would be an investment in their hands, at such a price or under 
such terms that resale of that property will almost certainly result in loss 
to them. When a taxpayer makes this type of purchase and subsequently 
sells the subject of the forced purchase, a difficult problem in classification 
results. Occasionally he reports a capital loss. Oftener the taxpayer 
argues that the loss was incurred in the purchase of “ordinary’’ assets 
and should be added to their basis; that the asset resold is an ‘ 
asset ; or that the loss is an expense of doing business—in any event, that 


‘ordinary” 


the loss is deductible in full. The manner in which the courts have re- 
sponded to these and similar arguments in this area is the subject of this 
paper. 

For the sake of convenience, the asset which the buyer set out to pur- 
chase at the beginning of each situation will be described as “wanted” ; the 
property he was, for one or another reason, forced to purchase in order 
to obtain the wanted property will be termed “unwanted.” This general 
type of purchase and sale will be called a “tie-in” transaction. 

The cases involving tie-in purchases fall into two major classes, depend- 
ing on the nature of the deduction the taxpayer sought for the loss. The 
first category is the least troublesome. Where the wanted asset is in the 
nature of investment property, capital loss is usually claimed.* In the 
reported cases, the properties have been separately purchased but sold 
together. The courts seem to favor dealing with each asset as a separate 
unit,” absent a showing of “a sufficiently thoroughgoing unification of 
separately purchased properties as naturally recommends a consolidation 
of their bases.” * In one case * in which the taxpayer tried and failed to 
obtain an ordinary loss on the purchase and resale of a business in order 
to retain a license held by that business, the Tax Court indicated that 
where the purchase of both wanted and unwanted assets occur simul- 
taneously, recognition of loss will depend on the reasonableness of the 
allocation of basis. The fact that the taxpayer was aware that resale of 


1 But cf. Tube Bar, Inc., 15 T.C. 922 (1952). 
2 Harlow N. Davock, 20 T.C. 1075 (1953). 
3 Id. at 1079, quoting with approval from William F. Krahl, 9 T.C. 862, 865 (1947). 
4 Tube Bar, Inc., 15 T.C. 922 (1952). 
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the unwanted asset would result in a loss when he purchased it does not 
prevent the transaction from being one “entered into for profit.” ° Gen- 
erally, therefore, when the wanted asset is capital in nature, the question 
will be one of allocation of basis, and the recognition of gain or loss will 
depend on the reasonableness of that allocation. 

The more complex problems in the area of tie-in purchases arise in the 
second class of cases where the wanted assets were most often inventory 
items and attempts were made to include the loss on resale in full to reduce 
ordinary income. These cases fall into four groups. 

In the first group is Exposition Souvenir Corporation v. Commissioner,® 
the sole Circuit Court of Appeals case dealing directly with the subject. 
A corporation was organized to operate concessions at the 1939 New 
York World’s Fair. In order to secure them, the corporation purchased 
debenture bonds of the Fair’s corporate owner, bondholders being pre- 
ferred in the awarding of space. It was compelled to retain the debentures 
to secure similar concessions upon the reopening of the exposition in 1940. 
After the Fair closed, the corporation sold the debentures at a substantial 
loss and reported the loss as rental expense. The Tax Court found that 
the debentures were acquired to enable the taxpayer to obtain concessions, 
were not held for sale to customers in the ordinary course of business, and 
their purchase was a capital expenditure. The Court of Appeals for the 
Second Circuit upheld the Tax Court’s conclusion. 

The second group consists of the American Distilling Company cases. 
In 1943 this corporation initiated a plan by which the holders of its shares 
might obtain one barrel of whiskey at OPA ceiling prices for each share 
of its stock held. Because of short wartime supply and abnormal demand, 
a number of liquor dealers purchased the shares and exercised the rights, 
reselling the stock at a loss soon after it was returned to them by the 
company. In each of the reported cases the buyer deducted the loss on 
resale of the shares as an added cost of the liquor. In Western Wine & 
Liquor Company," where the nature of the stock for excess profits tax 
purposes was in issue, the Tax Court decided that it was “held primarily 
for sale to customers in the ordinary course of business and . . . not a 
8 The decision was followed in Charles A. Clark,® and a 
dealer’s deduction of the loss on resale as an ordinary and necessary 


capital asset. 


5 ILR.C. §23(e) (2) (1939), LR.C. §165(a), (c) (2) (1954). 

8 163 F. 2d 283 (2d Cir. 1947), affirming 4 TCM 687 (1946). 

718 T.C. 1090 (1952), appeal dismissed, 205 F.2d 420 (8th Cir. 1953). Note, 32 Nes. 
L. Rev. 589 (1953). 

8 Jd. at 1099. But cf. Daniel L. Donohue, 11 TCM 530 (1952). 

919 T.C. 48 (1952), superseding 18 T.C. No. 106 (1952). The earlier opinion was 
withdrawn and amended to conform with the decision of the Court in Western Wine & 
Liquor Co., 18 T.C. 1090 (1952). 
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expense or inclusion in the cost of the whiskey was upheld. One district 
court reached the conclusion that the loss not only fell within these cate- 
gories but was also deductible as a loss under section 23(e) (1) *° of the 
Code. 

The third group involves sales of inventory items at OPA ceiling prices 
in a somewhat different fashion. While the American Distilling Company 
shares seem to have been purchased on the open market, in these cases the 
seller of the wanted item coupled the sale with the sale of its shares (or 
the shares of other concerns held by it) either at a premium * or under 
an option to the seller’s nominee to repurchase at an appropriately low 
figure,’* so that an overcharge on the wanted asset was effected. Where 
the transaction was transparent and the proof adequate, the Court added 
the “premium” to the cost of goods.’* Ina majority of these cases, how- 
ever, the Commissioner was upheld because the taxpayer failed in his 
proof.** 

The latest decision in point stands in a group apart. In Bagley & 
Sewall Company,” a manufacturer contracted with the Finnish govern- 
ment for the sale of nearly two million dollars of papermaking ma- 
chinery. The contract provided that the manufacturer secure his per- 
formance by placing in escrow $800,000 in United States bonds. Having 
insufficient liquid assets to finance the purchase, the company borrowed 
from a commercial bank and purchased half the bonds in 1946 and the 
remainder in 1947, both blocks being purchased at a premium. Immedi- 
ately after the shares were released from escrow, the company sold the 
bonds. Its loss (excluding interest received, which it had reported as 
ordinary income) exceeded $15,000. The Tax Court, following Western 
Wine & Liquor Co., expressly permitted the deduction of the loss as an 
ordinary and necessary business expense of the calendar year 1948. While 
this is not a true tie-in transaction, a wanted asset in the sense discussed 
heretofore being absent, the presence of the forced purchase and the 
prompt resale of the subject of the purchase prompted the Tax Court to 
apply to this case the same reasoning applied to the foregoing cases. 

That reasoning should be examined closely. While the first class of 
cases presents principally an allocation-of-basis problem, the second raises 
the question of deducting the difference between purchase price and sale 

10 L.R.C. §23(e) (1) (1939), LR.C. §165(a), (c)(1) (1954); Hogg v. Allen, 105 
F.Supp 12 (M.D.Ga. 1952). 

11 McGhee Upholstery Co., 12 TCM 1455 (1953). 

12 See Hoffman Lumber Co., 11 TCM 579 (1952) ; William M. Young Co., 11 TCM 863 
(1952). 

18 Id. 

14Harry Sackstein, 14 T.C. 566 (1950); McGhee Upholstery Co., 12 TCM 1455 


(1953) ; Solomon Jaeger, 9 TCM 1146 (1950). 
15 20 T.C. 983 (1953). 
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price from gross receipts or from gross income. Achieving ordinary loss 
treatment in the latter cases involves some rather questionable construction 
of statutory language. The courts seem to indicate that the unwanted 
property must first be taken out of the class of “capital assets.” This 
means fitting it into one of the exceptions to that term. The problem does 
not end there. Once so classified, the loss must be subtracted in one way 
or another in the computation of the tax. Loose ends still remain, how- 
ever : disposition of interest and dividends received ; fixing the event which 
gives rise to the loss; and fitting the entire assembly into the larger scheme 
of the statute. 

Section 117(a),’® defining “capital assets,” admits as exceptions to that 
category only the classes of property there enumerated. In order to reach 
the conclusion that the unwanted property in this situation is other than 
capital in nature, the courts have been compelled to classify it as “property 
held by the taxpayer primarily for sale to customers in the ordinary course 
of his trade or business.” ** This exception was added in the 1924 Act !8 
‘to remove any doubt as to whether property which is held primarily for 
resale constitutes a capital asset, whether or not it is the type of property 
which under good accounting practice would be included in inventory.” *° 
It was completed in 1934 *° by adding the phrase ‘to customers” in order 
to make it “impossible to contend that a stock speculator trading on his 
own account is not subject to the provisions of section 117.”7" The 
Regulations ** point out that the taxpayer does not merit this treatment 
simply because he is in the business of buying and selling securities. The 
test used to distinguish a “dealer” in securities from a “trader’’ is whether 
the assets were purchased for resale or for investment. That test was 
transplanted to classify securities and commercial paper accepted by 
builders and manufacturers in payment for goods and services as “ordi- 
nary” assets under certain circumstances.** That same test has come to 
be applied in determining the character of these unwanted assets. 





16 T.R.C. §117(a) (1939), UR.C. §1221 (1954). 

17 T.R.C. §117(a) (1) (A) (1939) (last phrase), I.R.C. §1221(1) (1954) (last phrase). 
Compare Lawyers Title Co. of Missouri, 14 T.C. 1221 (1950) (A), with Thompson Lum- 
ber Co., 43 B.T.A. 726 (1941). 

18 Revenue Act of 1924, Sec. 208(a) (8), 43 Start. 253, 263 (1924). 

19 SEIDMAN, LEGISLATIVE History OF FEDERAL INCOME Tax Laws 717 (1938), reprint- 
ing H.R. Rep. No. 179, 68th Cong., Ist Sess. 19 (1924). 

20 Revenue Act of 1934, Sec. 117(b), 48 Strat. 680, 714 (1934). 

21 SEIDMAN, op. cit. supra note 20, at 364, reprinting H.R. Rep. No. 1385, 73d Cong., 
2d Sess. 22 (1934). 

22 Reg. 118, Secs. 39.22(c)-5 and 39.117(n)-1. Cf. Austin D. Barney, 36 B.T.A. 446 
(1937). 

23 See Gilbert v. Comm’r, 56 F.2d 361 (1st Cir. 1932); Joe B. Fortson, 47 B.T.A. 158 
(1942) ; Hercules Motor Co., 40 B.T.A. 999 (1939). 
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In resolving the question of intention in the tie-in situation, the courts 
seem to have been influenced by a number of circumstances. Prominent 
among these are: whether the property could be expected to produce a 
profit if held as an investment ; the length of the period during which the 
buyer held the asset ; the method of accounting employed with respect to 
income derived from the property; the genuineness of the transaction ; 
and, perhaps, the absence of other permissible inferences. 

In almost all these cases the prospect of loss seems to have been clear 
to the buyer when he purchased. In the ceiling price cases the shape of the 
transactions admits of no other conclusion; ** in the American Distilling 
group * the fact that the rights could be purchased apart from the shares 
would indicate that the shares would bring less after exercising the rights 
than before. In Bagley & Sewall Co. the Court commented that it did not 
think any business concern would, for investment purposes, borrow from 
a bank to buy Government bonds “where the interest return would be less 
than that paid for the loan and the probability of any increase in the 
market value of the bonds would be negligible.” °® Conversely, the Tax 
Court’s finding that, because of the success of the Century of Progress 
Exposition, the taxpayer did not expect a loss on the World’s Fair 
bonds,”* may have been the reason for the result in Exposition Souvenir 
Corporation. The Second Circuit Court’s opinion did not, however, dwell 
on this aspect. 

The holding period is a material factor. It would seem advisable, 
therefore, to sell unwanted assets as quickly as a buyer therefor can be 
found. In only two cases involving these general facts ** has there been 
an appreciable delay between the receipt of the unqualified right to sell 7° 
and sale. In both the ordinary loss deduction was denied. In the later 
case *° an upholstery company was held to have failed to prove that a 
purchase of corporate shares at a great deal more than their value, tied in 
with a purchase of sofa springs at OPA ceiling prices, was other than a 
purchase and sale of stock, when, in the next tax year, it disposed of the 
stock. 

The denial to this taxpayer of a loss is unusual in another respect. The 


24 See, e.g., McGhee Upholstery Co., 12 TCM 1455 (1953) (shares purchased for over 
six times amount received on resale). 

25 See Hogg v. Allen, 105 F.Supp. 12 (M.D.Ga. 1952), appeal dismissed, 5th Cir. 1953. 

26 Supra note 16 at 989 (1953). See Rev. Rul. 54-94, 1954 Int. Rev. Butt. No. 11 
at 8 (1954). 

27 Exposition Souvenir Corp., 4 TCM 687, 688 (1946). 

28 Exposition Souvenir Corp. v. Comm’r, 163 F.2d 283 (1947), affirming 4 TCM 687 
(1946) ; McGhee Upholstery Co., 12 TCM 1455 (1953). 

29 Cf. Bagley & Sewall Co., 20 T.C. 983 (1953) (securities sold immediately upon 
release from escrow). 


30 McGhee Upholstery Co., 12 TCM 1455 (1953). 








150 TAX LAW REVIEW [Vol. 10: 


Tax Court pioneered in permitting the addition of over-ceiling payments 
to the cost of goods purchased,*" and its view ultimately prevailed.* Its 
determined stand on the point seemed to influence its treatment of over- 
charges thinly clad as purchases of corporate shares. Regarding the 
transactions as sham, the Court upheld the adding of “premiums” paid 
on purchases of securities to the cost of the wanted assets purchased. In 
one situation,** however, the Court did not see fit to permit such treatment. 
This involved a wholesale meat corporation, apparently formed to circum- 
vent price regulations by issuing stock to retailers and then compelling its 
“shareholders” to make “capital contributions” to cover “operating losses” 
in proportion to the amount of meat purchased by each. Perhaps the 
Court’s statement that “improper motives and illegal acts should not be 
lightly imputed, especially where another more logical interpretation of the 
testimony can be made,” ** does explain its failure to add the “capital 
contributions” to the cost of the meat sold. In that event, the result may 
be ascribed to simple failure to marshal evidence sufficient to overcome 
the Commissioner’s presumption.* 

In these meat cases, however, it is noteworthy that the sale (or complete 
worthlessness ) ** of the shares was not made the basis of the inclusion in 
cost of goods. The shareholders tried to include the “contributions” ; the 
Commissioner added them to the basis of the shares. The Tax Court’s 
approval of his action, however, posits the question how to treat the loss 
on the sale (or complete worthlessness) of the stock, and whether, had 
the taxpayers inventoried the shares at their fair market value at the end 
of the taxable year and thrown the difference of cost and market into 
cost of goods, they would have succeeded. 

Only two opii.ions mention the method of accounting for the profits 
arising from the property held. In each case interest received was re- 
ported as ordinary income. In Exposition Souvenir Corporation the 
Court seemed to argue that the receipt of interest as ordinary income 
tended to prove the intent to invest. In Bagley & Sewall Co., however, 
the circumstance was reported without comment. Obviously not much 
can be drawn from so little authority. Perhaps it is significant, however, 
that the Court in the latter case even took the trouble to mention this cir- 
cumstance. Another observation in this vein might be made. In reading 
these cases one may speculate as to what the effect would have been had 


81 See Lela Sullenger, 11 T.C. 1076 (1948) ; Comm’r v. Guminski, 198 F.2d 265 (5th 
Cir. 1952) and cases cited therein; I.T. 4104, 1952-2 Cum. Butt. 71. 

32 1.T. 4104, 1952-2 Cum. Butt. 71. 

83 Harry Sackstein, 14 T.C. 566 (1950). 

34 Td. at 569. 

35 See Solomon Jaeger, 9 TCM 1146 (1950) (complete failure of proof). 

36 T.R.C. §23(g) (2) (1939), I.R.C. §165(g) (1) (1954). 
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these unwanted assets been lumped on the taxpayer’s books of account 
with obvious investment property. No case bears on the point, but the 
courts make no effort to conceal their interest in “intent” as evidenced by 
accounting procedures. 

Having by reason of these tests decided that the intention of the 
buyer is to resell rather than to invest, and concluding that the asset is 
non-capital in the buyer’s hands, the next question is how the loss is to be 
subtracted in determining taxable income. Where the purchase and sale 
occur in the same year, the choice of method presents no real problem. 
Adding the loss to cost of goods sold, deducting it under section 
23(a)(1)(A) ** as a trade or business expense, or under sections 
23(e)(1) ** or 23(f) * as a business loss will in each case result in 
reducing gross income by substantially *° the same amount, and a decision 
holding all three applicable ** may be justifiable on its facts. The problem 
arises when the buyer’s tax year ends between the purchase and sale of an 
unwanted asset. When this occurs, matching income to deductions be- 
comes difficult, and the choice of method may be governed by the choice 
of year in which to take the loss. 

The taking of an ordinary loss on the sale of a normally capital asset 
by one not customarily considered a “dealer” in the item is not without 
precedent. Where a lender forecloses and sells the security for his loan, 
any loss suffered on the sale has been accorded this treatment.** Such 
treatment has been accorded where the taxpayer purchased the shares of a 
corporation in order, by liquidating the acquired corporation, to terminate 
an unfavorable contract.** The terms “ordinary and necessary business 
expense’ and “business loss’ are used interchangeably in the opinions, 
with no serious effort to narrow further the basis of deduction. 

Where the sale occurs in a succeeding year, the business loss treatment 
seems to give the most satisfactory over-all result. Undoubtedly, the de- 
duction must be taken entirely in the later year, but the taxpayer does 
not seem to have too much time to sell in view of the reasoning used by the 
courts ; and there is insistence on “closed and completed transactions, fixed 


87 T.R.C. §23(a) (1) (A) (1939), LR.C. §162(a) (1954). 

38 T.R.C. §23(e) (1) (1939), LR.C. §165(a) (1954). 

89 T.R.C. §23(f) (1939), I.R.C. §165(c) (1954). 

40 Differences will arise with respect to other deductions limited to percentages of the 
taxpayer’s income. £.g., I.R.C. §§23(0), 23(q) and 170. 

#1 Hogg v. Allen, 105 F.Supp. 12 (M.D.Ga. 1952), appeal dismissed, 5th Cir. 1953. 

42 Lawyer’s Title Co. of Missouri, 14 T.C. 1221 (1950). Contra: Thompson Lumber 
Co., 43 B.T.A. 726 (1941). 

48 Helvering v. Community Bond & Mortgage Corp., 74 F.2d 727 (2d Cir. 1935); 
Pressed Steel Car Co., 20 T.C. 198 (1953). Compare Cleveland Allerton Hotel, Inc. v. 
Comm’r, 166 F.2d 805 (6th Cir. 1948), with Millinery Center Building Corporation, 21 
T.C. No. 92 (1954). : 
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un 


by identifiable events, bona fide, and sustained during the taxable year.” ** 


In a sense a loss may arise when either cost of goods or business expense 
exceeds income; more technically, a business loss may be deducted as a 
business expense. Since the choice of a section 23(a) deduction has not 
had the effect of charging the loss off in the year of purchase,* perhaps 
the major reason for preferring loss treatment, if a choice must be made, 
is that the deduction seems better described as a “loss” than an “expense,” 
in the sense that the concept of “loss” assumes recognition of a realized 
reduction of economic value not necessarily referable to the particular tax 
year in which the amount of reduction is fixed by disposition of the asset. 

Inclusion in cost of goods sold is another matter. Although this 
method of handling the subtraction of the amount of loss from gross 
receipts may appear initially to effect the optimum in matching of income 
to deduction, actually its use may result not only in unsatisfactory match- 
ing, and in changing, or at least obscuring, the event fixing the loss, but 
in extending as well the scope of this treatment. 

To digress momentarily, two lines of authority cited in these cases 
deserve attention. Repeated references appear to Ashland Oil & Refining 
Co.*® and similar cases ** which stand for the proposition that when a 
person buys stock for the sole purpose of acquiring underlying assets, he 
will be treated as having purchased the assets. As the Court stated in the 
Ashland Oil case “. . . the courts have recognized that where the essen- 
tial nature of a transaction is the acquisition of property, it will be 
viewed as a whole, and closely related steps will not be separated either 
at the instance of the taxpayer or thé taxing authority.” ** 

One can easily discover that step-transaction thinking is being employed 
in the resolution of these cases. However, the superficial compulsion of 
the phrase “the essential nature of the transaction is the acquisition of 
property” invites analysis of that which underlies it. Putting aside the 
obvious difference between the legal questions involved in the Ashland Oil 
case and these, one should observe the differences in fact. There was no 
question of the nature of the shares in the buyer’s hands involved in any 
case in the Ashland Oil group. Moreover, when the “acquisition of 
property” was completed there, no unwanted stock remained; it was 
exchanged for the assets. When the assets were secured, the transaction 
was closed. There was no danger of bunching deductions. ‘Viewed as 


#4 Reg. 118, Sec. 39.23 (e)-1(b). 

45 See, e.g., Bagley & Sewall Co., 20 T.C. 983 (1953). 

46 99 F.2d 588 (6th Cir. 1938). 

47 Kimbell-Diamond Milling Co., 14 T.C. 74 (1950) ; Dallas Downtown Development 
Co., 12 T.C. 114 (1949) ; Koppers Coal Co., 6 T.C. 1209 (1946). 

48 Supra note 47, at 591. Quoted with approval in Western Wine & Liquor Co., 18 
T.C. 1090, 1096 (1952). 
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a whole,” Ashland Oil & Refining Co. seems to supply authority for the 
use of the step transaction without supplying reasons for its use; it seems 
merely to characterize, rather than compel, the result.*® 

Nor does Lela Sullenger *° compel it. There, the Court held that a 
retailer’s over-ceiling payments for meat were includible as a matter of 
constitutional law in cost of goods sold, on the ground that the Sixteenth 
Amendment ** gave Congress the power to tax gross income only. That, 
said the Court, is gross receipts minus cost of goods. Now, although 
the courts are not bound to observe the form of a transaction agreed on 
by the parties, neither are they bound to disregard it.** Assuming that the 
decision in Lela Sullenger is correct, it is difficult to see that the consti- 
tutional rights of the parties would be violated by the courts’ adherence to 
the form in which, for other reasons, the parties cast their transaction. It is 
one thing to hold that an over-ceiling payment in an ordinary purchase of 
meat must be thrown into cost of goods; it is quite another to apply the 
same treatment to a transaction for the sale of lumber and corporate 
shares, especially where the shares are of a corporation other than the 
seller.°* The vendor need not be treated in the same fashion. But where 
a black market purchase is involved, there seems sufficient policy justifica- 
tion for separating the steps on the side of the buyer.** 

To return to the central question, possibly the greatest single objection 
to the inclusion of loss in cost of goods sold is the difficulty of determining 
when the loss occurred. First, note that in Ashland Oil the basis of the 
shares is substituted for the basis of the assets purchased, and their basis 
thus disappears. And in another case, where the purchaser paid a 
“bonus” on the purchase of mixed inventory assets, the “bonus” was 
added as part of their cost. There is a concept of severance, transfer, and 
attachment of all or part of the basis of one asset to the basis of another, 
or in its place. It cannot be stated whether the courts believe they are 
following this order. One should consider why there is such a struggle 
to classify as non-capital the unwanted asset if the courts are actually 
taking a part of the basis of one asset and assigning it to another to which, 


49 Compare Harlow N. Davock, 20 T.C. 1075 (1953), with Western Wine & Liquor 
Co., 18 T.C. 1090 (1952). 

5011 T. C. 1076 (1948). 

51U. S. Const. AMEND. XVI. 

52 Compare Majestic Securities Co. v. Comm’r, 120 F.2d 12 (8th Cir. 1941) and 
Donald A. McDonald, 28 B.T.A. 64 (1933), with Eaton Paper Co., 1 T.C. 1 (1942). 
Compare Pressed Steel Car Co., 20 T.C. 198 (1953), with Armored Tank Corp., 11 
T.C. 644 (1948). 

53 See Hoffman Lumber Co., 11 TCM 579 (1952); William M. Young Co., 11 TCM 
863 (1952). 

54 With relation to wage ceilings, compare I.T. 4105, 1952-2 Cum. Butt. 93. 

55 Carthage Spoke Co., 21 B.T.A. 1135 (1931). 
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in light of the realities of the matter, that basis really belongs. If the cost 
of the unwanted asset is pared down to its true value before resale, is it 
not correct to conclude that its nature should have no place in the 
discussion ? 

Approaching the question from another direction, in McGhee Uphol- 
stery Co.® the Court indicated that in its opinion the deduction should be 
permitted only in the year of the purchase of the wanted property, despite 
the fact that in that case the sale of the unwanted shares did not occur 
until the next tax year. The method by which the deduction was to take 
place is not clear from the opinion. Query as to the advisability of 
making purchase the event fixing the loss.*” 

Again, it should be borne in mind that the section of the Code °* which 
the courts use to effect non-capital asset classification of the unwanted 
property in these cases has been the section which was designed to cover 
the transactions of “dealers in securities.” The extent to which this 
classification has been stretched thus far in the tie-in area raises the ques- 
tion whether the courts are prepared to treat the holder of a non-capital 
unwanted asset as a “dealer’’ across the board, permitting him ultimately 
to use the inventory method of a “dealer.” Such an extension would 
appear unwise. The Regulations *° permit a dealer in securities to inven- 
tory such securities at cost, market, or cost-or-market. If unwanted 
assets are the subject of the “cost of goods” treatment, then the difference 
between the cost of this property and its market value at the end of the 
first taxable year may be included in the cost of goods of the manufac- 
turer, wholesaler, or retailer who holds them.®° His valuation of this 
item—at a figure which best suits him, presumably, because it is not a 
recurring item—will permit him to employ the loss in the first year (by 
inventory at market), or postpone its use until a later year (by selecting 
cost as his method). The problem of relating back the loss may be 
resolved, but there may be voluntary bunching of deductions. The one 
word to be said in favor of the treatment is that it might prevent the 
realization of capital gain in a later sale at a profit. But the danger of a 
gain eventuating in these cases is not appreciable and bringing the provi- 
sions of section 117(n) ® into play would only insure that the taxpayer 
could save the ordinary loss, tied up in the property, until a year in which 


56 12 TCM 1455 (1953). 
57 Harry Sackstein, 14 T.C. 566. Cf. Cleveland Allerton Hotel, Inc. v. Comm’r, 166 
F.2d 805 (6th Cir. 1948). But cf. Millinery Center Building Corp., 21 T.C. No. 92 
(1954). 
587]. R.C. §117(a) (1) (A) (1939), LR.C. §1221 (1954). 
59 Reg. 118, Sec. 39.22(c)-5. 
60 Reg. 118, Sec. 39.22(a)-5. 
61 T.R.C. §117(n) (1939), I.R.C. §1236 (1954). 
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he felt he could best use it. Finally, there seems no reason why, if the 
unwanted asset is the subject of cost of goods treatment here, it should 
not be equally subject to such treatment in the first class of cases discussed. 

In respect to taking gains at capital gains rates, however, it should be 
observed that there is a far less devious route, though inventory methods 
be employed, than “earmarking” the asset under section 117(n). Indeed, 
the question will probably never arise. It is noteworthy that none of these 
tie-in situations has presented a case of gain. Admitting, as one must, 
that gain in the area should, as a practical matter, be quite as “ordinary” 
as loss,®* the taxpayer can easily prevent ordinary income treatment. 
Where a buyer acquires an asset in a tie-in sale that is overpriced when 
purchased, he should dispose of it as quickly as possible. Where an 
asset appreciates while, say, in escrow, the buyer should transfer it on 
the books into his “investment”’ account, hold it “too long” before selling 
it, and account for interest as ordinary income. In short, he should 
thoroughly negate the intent to resell. The Court in Bagley & Sewall Co. 
might have been hard pressed to find ordinary income had the $15,000 
realized on sale been gain and not loss, the taxpayer having accounted for 
it as an “investment” and its income as ordinary income, and having held 
it several months after receiving it from the escrow holder. Indeed, a sort 
of informal section 117(j) treatment ® is achieved, with the gains 
recognized at capital gains rates and the losses deductible in full. This is, 
however, far more preferable than the result in a case where a buyer has 
what he considers a capital asset thrust upon him in a tie-in deal, quickly 
finds a favorable buyer, and, contrary to his original expectations, pro- 
ceeds to sell the unwanted asset at a substantial gain. 

The classification of the unwanted asset as non-capital seems an 
unnecessarily complicated method in which to achieve the result which the 
courts apparently desire. A method involving simple allocation would be 
far easier. In the situations in which the problem is obviously created by a 
gross inequality of bargaining power, making a cost figure to equal fair 
market value virtually impossible, the solution would seem to be either (1) 
to recognize the difference between the stated cost of the unwanted asset 
and its fair market value as in substance a part of the cost of the wanted 
asset or (2) to confine the buyer to capital loss treatment on resale. 
Neither is without merit. By compelling the buyer to throw the loss in- 
crement into the cost of the wanted asset, whether or not he resells, and 
handle the item under the conventional inventory method, the problems of 
matching income to deductions seem better resolved. By refraining from 
reclassifying the unwanted asset as non-capital, problems with respect to 


82 Harry Dunitz, 7 T.C. 672 (1946), aff'd per curiam, 167 F.2d 223 (6th Cir. 1948). 
63 T.R.C. §§117(j) and 117(a) (1) (B) (1939), I.R.C. §§1231 and 1221(2) (1954). 
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gain are circumvented. There are, however, two objections which may be 
raised to the use of the allocation method. 

In the first place, allocation treatment is not suitable to the situation 
where the buyer cannot resell within the tax year of purchase, and the loss 
occurs not because the seller extracted an unreal allocation of price from 
the buyer but because the market value of the purchased item changed 
between the time of purchase and the date of sale.** Obviously, the Com- 
missioner would not permit a taxpayer to base a deduction in the year of 
purchase on his estimate of the state of the market at a future date 
when he will be free to dispose of the property. If allocation is the sole 
basis on which deduction is allowed, the running of limitations © may bar 
any inclusion in cost of goods. 

Again, permitting the taxpayer to allocate the purchase price between 
wanted and unwanted assets will lead to inaccuracy where the wanted 
assets are non-capital in nature. The buyer makes an estimate of the fair 
market value of the unwanted item, subtracts it from the purchase price 
of that item, and assigns the difference to the cost of the (non-capital) 
wanted asset. His allocation method will probably be colored by the 
knowledge that every dollar he throws into cost of goods will result in a 
dollar of untaxed income, risking only the realization of capital gain on 
the resale of the unwanted property. Reinforce this with the knowledge 
that too generous an allocation on the side of the unwanted capital asset 
will result in ordinary income and capital loss, and the conclusion should 
follow that the actual value of the loss increment in the cost of the 
unwanted asset will not often be accurately reflected in the taxpayer’s 
income. The argument that the loss on resale of the capital asset will be 
short-term, and hence the taxpayer will have little to gain by lopsided 
allocation, assumes not only that the retention of the asset for less than six 
months is a prerequisite to tie-in transaction treatment but that the holding 
period is the crucial test. It also assumes that in the event the courts 
jettison this non-capital-asset treatment of unwanted assets, they will 
nevertheless retain its tests. Realistically, there seems no reason why the 
taxpayer should be compelled, on pain of incurring a large capital loss, to 
sell what might be a favorable investment, once the increment truly 
attributable to the cost of the wanted asset is subtracted from its basis. 
This does not, however, tend to simplicity in administration of the 
revenue laws. 

Despite these objections, the allocation approach seems the more satis- 
factory method of handling this problem if capital treatment is to be 
avoided. Whether capital treatment should be avoided seems a most 





64 See Bagley & Sewall Co., 20 T.C. 983 (1953). 
65 T.R.C. §275 (1939), I.R.C. §6501 (1954). 
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serious question. As mentioned above, the policy of the law may not best 
be served by permitting such an allocation in the black-market purchase 
situation. And one may speculate whether the sellers in these cases were 
able to pay their tax bills, in conformity with the agreements, at capital 
gains rates. In addition, there is that nebulous factor—a feeling that the 
ability of the taxpayer to take advantage of this treatment may depend 
on the skill of his tax adviser, since the literal words of the statute, “the 
basis of property shall be the cost of such property,” ®* would seem to 
convey the impression that the basis of the unwanted asset should be what 
was paid for it under the terms of the contract, and not its fair market 
value. 

In Exposition Souvenir Corporation, the only Circuit Court of Appeals 
case in this area, the Court seems to have toyed with the idea of allo- 
cating the loss on resale of World’s Fair debentures, but rejected it, pur- 
portedly for lack of evidence. It concluded : * 

The taxpayer saw fit to buy what the law regards as “property” in the same 
sense that any negotiable security is property. It was a capital asset as defined 
in the Revenue Act and the loss sustained upon the sale of it was a long term 
capital loss. 


Admitting that the Court’s classification of the property was in con- 
formity with a specific finding of the Tax Court,®* and on that circum- 
stance alone the case may be distinguished, one nevertheless leaves the 
tie-in cases with a feeling of uneasiness. The courts, apparently in an 
effort to prevent “substance” from being obscured by “form,” ® have 
sought to add either an exception to the concept of “capital asset” under 
section 117 or a refinement to the concept of cost as basis. These tax- 
payers, by marshalling proof of subjective intention to satisfy a statutory 
exception never designed for their cases, have been able to purchase assets 
normally “capital assets” in their hands and resell them at ordinary loss. 
Here it has been suggested that the allocation method provides a stouter 
hook on which to hang the result. Whether the result itself is a proper 
one under the statute is a question that might well be reexamined by the 
courts. —Joun Huston * 


66 .R.C. §§113(a) (1939), ILR.C. §1012 (1954). 

67 Supra note 29, at 286. 

68 Supra note 28, at 688. 

69 See Semmel and Stern, Tax Effect of Form in the Acquisition of Assets, 63 YALE 
L. J. 766, 775-778 (1954). 

* Member of the Washington State Bar. 
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Partnership Distributions Under the 
Internal Revenue Code of 1954 


(First Installment) 
PAUL LITTLE 


BP iiecs the 1939 Code the income tax consequences of partnership dis- 
tributions in cash and in kind are confused and uncertain. The 83rd Con- 
gress recognized the confusion attendant upon the conduct of business in 
partnership form and, as a part of its epic task of revising the tax struc- 
ture generally, established a new tax pattern in the Internal Revenue 
Code of 1954 for partnership distributions and payments to a retiring 
partner or a deceased partner’s estate or heir, in addition to clarifying 
many other areas in the taxation of partnerships. Most of the provisions 
governing partnership distributions in the new Code are contained in 
Subpart B of Part II of Subchapter K, which Subpart is entitled Distribu- 
tions by a Partnership. This Subpart generally sets forth relatively simple 
and fairly well-defined rules controlling recognition and nature of gain 
or loss on distributions ;’ the basis of distributed property ;? the basis of 
the distributee’s partnership interest ;* the right of the partnership to 
adjust its basis for undistributed property following the distribution ;* 
and the character of gain or loss which may be realized upon a subse- 
quent disposition of certain distributed property by the distributee.° 

On the other hand, the new statute contains three exceptions to these 
general rules,®° which may apply in various rather commonly-encountered 
situations, yet which are somewhat less well-defined and which are con- 
siderably more complex than the general rules referred to above. One of 
these’ generally authorizes a partner who has bought or inherited his 
interest, and whose basis therefore reflects unrealized appreciation or 

Paut Littite (A.B., LL.B., University of Arkansas; LL.M., J.S.D., New York Uni- 
versity School of Law), is a member of the New York and Arkansas Bars, is associated 
with Mudge, Stern, Baldwin & Todd, New York City, and is the author of Feperat In- 
COME TAXATION OF PARTNERSHIPS. 

1T.R.C. §731 (1954). In the absence of a specific statement to the contrary, all section 
number references are to the 1954 Code. 

2..R.C. §732. 

8 LR.C. §733. 

#I.R.C. §734. 

5LR.C. §735. 


® Each of these exceptions is discussed in detail infra. 
7 See I.R.C. §§743 and 732(d) of Subpart B, discussed in detail infra. 
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depreciation in partnership assets, to make adjustments in the basis of the 
partnership for those assets, only for his own benefit, however. As a result, 
upon a subsequent distribution, these adjustments will be reflected in the 
portion of the basis of the distributee’s partnership interest which is 
properly allocable to the distributed asset. A second exception® to the gen- 
eral principles governing distributions is a loophole-closing provision 
designed generally to prevent any partner from escaping ordinary income 
tax upon his share of gain inherent in ordinary assets held by the part- 
nership through the medium of a distribution in kind of such assets. The 
final exception® deals with the situation in which there is distributed to 
a retiring partner or the successor of a deceased partner something equiva- 
lent to a share of partnership income. This exception requires that certain 
payments made in liquidation of the interest of such a partner under 
such circumstances shall not be considered as having been so made but 
shall be considered as being essentially a payment of income. 

The existence of these exceptions seriously complicates the application 
of the provisions of the 1954 Code to partnership distributions. The prin- 
cipal objectives sought by Congress in this revision of the Code as it 
relates to partnerships were “simplicity, flexibility, and equity as between 
the partners.’’?° In the area of partnership distributions, the revision must 
therefore be evaluated with these objectives in mind and tested against 
both liquidating and current distributions. 

As the term “current distribution” is here employed, it means a transfer 
of money or assets by the partnership to a partner resulting in no change 
in the interest of the distributee in either capital or profits and creating no 
corresponding obligation to repay, except to the extent made necessary 
upon an accounting to his partners. A “liquidating distribution” means a 
transfer of money or assets by the partnership to a partner without any 
corresponding obligation to repay, resulting in a reduction or complete 
elimination of the interest of the distributee in the partnership. 

Because of the complexity of the loophole-closing provisions of the sec- 
ond exception to the general provisions governing distributions, referred 
to above, it will prove desirable, if possible, to distinguish between cur- 
rent distributions, which probably are subject to such exception, and the 
very common and frequently recurring transfers to a partner of money 
in the form of current drawing accounts. Jn substance, this latter transac- 
tion is a transfer of money to a partner during a particular taxable year 
as an advance against his anticipated share of year-end profits. Despite 

8T.R.C. §751(b) of Subpart D, which is entitled Provisions Common to Other 
Subparts. 
91.R.C. §736, Subpart B, discussed in detail infra. 


10 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 89 (1954) ; H.R. Rep. No. 1337, 83d Cong., 
2d Sess. 65 (1954). 
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the fact that such a distinction seems highly desirable, however, the basis 
provisions of the statute deal directly with the effect of transfers of part- 
nership assets to a partner and apparently will prevent such a distinction, 
except possibly in the unusual situation in which such drawings are cast 
in the form of actual loans to the partner not reflected in his capital account. 
Thus, under the new Code, as under the old, a partner must report his 
entire share of annual taxable income or deductible loss for a particular 
year in his return, whether or not he actually receives a distribution from 
the partnership.’ His basis for his partnership interest is also automati- 
cally increased to reflect this annual share of such income (or decreased to 
reflect such share of loss), whether or not he actually receives that share 
as an individual.” If the entire share of income, for example, is then 
actually received by him at the year end, the transaction is treated as a 
current distribution, his basis is reduced by the amount of such share,’* 
and the preceding increase in basis is cancelled out. Since the partner’s 
share of total annual earnings or loss is reflected in his basis for his part- 
nership interest, whether or not he receives amounts from the partner- 
ship, his current drawings, in order reasonably to fit into this statutory 
pattern, must necessarily reduce such basis by the amount thereof. How- 
ever, the statute does not recognize such drawings as a special type of 
item, the transfer of which will result in a reduction of the basis of the 
transferee for his partnership interest. Instead, the only provision which 
authorizes a reduction in such basis on account of the receipt by the part- 
ner of such amounts is one stating that such basis shall be reduced by 
the amount of “distributions by the partnership as provided in Section 
733.”"* This latter section provides for adjustments to the basis of a 
partnership interest upon the receipt of current distributions.” It there- 
11].R.C. §702(a). This is in accordance with the requirements of the 1939 Code. 


12 Section 705 reads in part as follows: 


“Determination of basis of partner’s interest 
“(a) General rule-——The adjusted basis of a partner’s interest in a partnership shall, 
except as provided in subsection (b), be the basis of such interest. . . 
“(1) increased by the sum of his distributive share for the taxable year and prior 
taxable years of— 
“(A) taxable income of the partnership under section 703(a) ...; and 
“(2) decreased (but not below zero) by distributions by the partnership as pro- 
vided in section 733 and by the sum of his distributive share for the taxable year and, 
prior taxable years of— 
“(A) losses of the partnership, and 
“(B) expenditures of the partnership not deductible in computing its taxable 
income and not properly chargeable to capital account.” 
13 Jd. 
14 Jd, 
15 See section 733 which reads: 
“Basis of distributee partner’s interest 
“In the case of a distribution by a partnership to a partner other than in liquidation 
of a partner’s interest, the adjusted basis to such partner of his interest in the partnership 
shall be reduced (but not below zero) by— 
“(1) the amount of any money distributed to such partner, and 
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fore seems fairly certain that the new statutory pattern is to treat even the 
receipt by a partner of his distributive share of annual partnership profits 
as a current partnership distribution, and it would seem to follow that the 
receipt of current drawings against the anticipated receipt of year-end 
profits should also be considered current distributions. 


GENERAL PRINCIPLES GOVERNING DISTRIBUTIONS 
A. RECOGNITION OF GAIN OR Loss TO DISTRIBUTEE 


The announced policy of Congress with respect to the recognition of 
gain or loss upon the distribution of partnership property is to limit quite 
narrowly the area in which such gain or loss is recognized.’® Despite this 
policy, recognition is, of course, required to the extent that the cash dis- 
tributed exceeds the total basis to the distributee of his partnership inter- 
est, since otherwise the cash in the hands of the distributee would have 
a basis different from its face amount. Therefore, by the terms of section 
731(a)(1)" gain is recognized to the distributee only to the extent that 
“any money” distributed exceeds the partner’s basis for his partnership 
interest immediately before the distribution. This rule applies whether the 
distribution is a current one received in the normal course of partnership 
operations or is in liquidation of all or a part of the distributee’s part- 
nership interest. However, this provision will prevent the recognition of 
gain to a distributee to the extent that he receives a distribution in kind. 

In furtherance of the stated policy, section 731(a)(2)** provides that 
loss will be recognized only upon a liquidating distribution as a result of 


“(2) the amount of the basis to such partner of distributed property other than 
money, as determined under section 732.” 

Because of the language of I.R.C. §§705 and 733, there seems to be a very substantial 
risk that even current drawings by partners must be considered current distributions 
in the absence of some special agreement between the partners establishing them as 
formal loans which are not directly reflected in capital accounts. 

16 SEN. Rep. No. 1622, op. cit. supra note 10, at 96. 

17 Section 731 reads: 

“Extent of recognition of gain or loss on distribution 

“(a) Partners.—In the case of a distribution by a partnership to a partner— 

“(1) gain shall not be recognized to such partner, except to the extent that any 
money distributed exceeds the adjusted basis of such partner’s interest in the partner- 
ship immediately before the distribution, and ; 

“(2) loss shall not be recognized to such partner, except that upon a distribution 
in liquidation of a partner’s interest in a partnership where no property other than 
that described in subparagraph (A) or (B) is distributed to such partner, loss shall 
be recognized to the extent of the excess of the adjusted basis of such partner’s interest 
in the partnership over the sum of— 

“(A) any money distributed, and . 

_ “(B) the basis to the distributee, as determined under Section 732, of any un- 
realized receivables (as defined in section 751(c) and inventory (as defined in section 
751(d)(2)). Any gain or loss recognized under this subsection shall be considered as 
gain or loss from the sale or exchange of the partnership interest of the distributee 
partner.” 

18 Jd. 
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which the distributee partner’s entire interest in the partnership is termi- 
nated,!* and even here, only when the distribution consists solely of money, 
unrealized receivables, and/or inventory items.*° Upon such a liquidating 
distribution the amount of loss recognized will be the excess of the basis 
for the distributee’s interest in the partnership over the cash received plus 
the basis to the distributee of the unrealized receivables and inventory 
items.22 Since the basis to the distributee of such receivables and inven- 
tory will usually be the same as the basis of these items to the partnership, 
generally speaking there will be no recognizable loss on such a distribu- 
tion unless the basis for the distributee’s partnership interest is more than 
the cash distributed plus the partnership’s own basis for such inventory 
and receivables distributed. In accordance with the new legislative policy 
of limiting recognition of gain or loss on distributions, it is noteworthy 
that the presence in the distribution of any type of property, other than 
money, unrealized receivables, or inventory items, will result in the non- 
recognition of loss on the distribution. In such a situation the basis of the 
distributee for his interest in the partnership which exceeds the amount 
of money and his basis for unrealized receivables and inventory items 
will then be deemed attributable to the other distributed property, but gain 
or loss with respect to such other property is postponed until its eventual 
disposition.?” By combining these rules with the principle of non-recogni- 
tion of gain or loss on contributions of property to the partnership, Con- 
gress hopes to remove the deterrents to the movement of property in and 
out of partnerships as business reasons dictate.” 


19 Note the use of the term “liquidation of a partner’s interest” in section 731(a) (2), 
and the definition of that term in section 761(d) which requires complete liquidation 
of such interest. 

20 These two terms are defined in section 751(c) and (d)(2) and are discussed more 
fully below in connection with the exception to these general principles governing 
distributions in the case of disproportionate distributions of partnership property under 
section 751(b). Note that for this purpose the inventory items do not have to be 
substantially appreciated, as that term is defined in section 751(d)(1). These two 
types of items are grouped with money for this purpose because the distributee may 
allocate to such distributed assets only a portion of his basis for his partnership 
interest which is not in excess of the basis which those assets previously had in the 
hands of the partnership. Apparently, the purpose of this allocation is to require the 
distributee to account personally upon the ultimate disposition of the assets for 
inherent but unrealized partnership gain or loss with respect thereto, to the extent such 
gain or loss continues to exist to the date of the eventual disposition. 

*1 The basis of the latter two types of assets is determined under the provisions of 
section 732(a), (b), and (c). 

22 See discussion infra of the recognition of gain or loss upon partnership distributions. 

23 See note 16. However, to the extent that the exceptions to these general principles 
in sections 731(c) and 751(b) apply, as will be discussed below, gain or loss will be recog- 
nized to the distributee upon a distribution in kind. ; 














B. RECOGNITION OF GAIN OR Loss TO PARTNERSHIP 


Following the Congressional policy of non-recognition of gain or loss 
to the greatest extent possible on partnership distributions, section 731 
(b)** provides that no gain or loss is recognized to a partnership on a 
distribution to a partner of property, including money. The term “partner- 
ship” as used in this section is apparently intended to include the non- 
distributee partners also,” so that they too will have no recognizable gain 
or loss. This principle is contrary to the position of the Commissioner and 
the Tax Court under the 1939 Code.*® 


C. NATURE OF GAIN oR Loss RECOGNIZED TO DISTRIBUTEE 


The gain or loss which is recognized to the distributee is considered 
gain or loss from a sale or exchange of the partnership interest of the 
distributee partner,?* which interest is considered a capital asset.** There 
is no specific provision governing the holding period to be attributed to 
the interest in the partnership deemed sold or exchanged. However, under 
present case law it seems well established that this period begins to run 
from the date the distributee acquired his interest in the partnership.” 
The absence, therefore, of a specific statutory provision on this point 
probably will create no problem. 


D. Basis oF DISTRIBUTED PROPERTY IN HANDs OF DISTRIBUTEE 


As under the 1939 Code, upon the distribution to a partner of money, 
the distributee’s basis for his partnership interest is applied first to such 
money, dollar for dollar.*° Any remaining basis for his partnership inter- 


24 Section 731(b). “Partnerships.—No gain or loss shall be recognized to a partnership 
on a distribution to a partner of property, including money.” 

25 However, to the extent that the exceptions to these general rules contained in 
sections 731(c) and 751(b) apply, gain or loss would be recognized to the partnership. 
See discussion infra of the exception in the case of disproportionate distributions of 
partnership property under section 751(b). 

26 P, S. Edwards, 12 TCM 1045 (1953). 

27 T.R.C. §731(a). 

28 T.R.C. §741. This principle is subject to a substantial exception to the extent that 
the exception contained in sections 731(c) and 751(b) applies to the distribution. See 
discussion infra of the exception in the case of disproportionate distributions of partner- 
ship property. 

29 See, for example, Allen S. Lehman, 7 T.C. 1088 (1947), aff'd, 165 F.2d 383 (2d 
Cir. 1948) ; Thornley v. Comm’r, 147 F.2d 416 (3d Cir. 1945); L. F. Long, 6 TCM 
614 (1947), aff'd on this issue, 173 F.2d 471 (5th Cir. 1949). However, the Court of 
Claims is contra, apparently because it refuses to recognize the partnership as an 
entity for the purpose of partnership interests. City Bank Farmers Trust Co. v. United 
States, 47 F.Supp. 98 (Ct. Cl. 1942). 

80 Although the basis of distributed cash in the hands of the distributee is controlled 
by section 732, the heading of that section and its general language is somewhat 
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est is then allocated to other assets distributed. The basis of these other 
distributed assets in the hands of the distributee will depend in part upon 
whether the distribution is in complete liquidation of the partner’s interest. 
If the distribution is a current distribution or one resulting only in the 
termination of a portion of the partnership interest, the distributed prop- 
erty takes as its basis in the hands of the distributee the same amount 
which it had in the hands of the partnership to the extent of the basis of 
the distributee for his partnership interest, less any cash distributed.** 
However, if the basis of the distributee’s partnership interest is less than 
the total basis of the distributed assets in the hands of the partnership, 
the assets may not have a total basis to the distributee in excess of his 
basis for his partnership interest.** When the distribution is in liquidation 


misleading. The section is headed Basis of distributed property other than money. 
(italics supplied) When the distribution is a current distribution, section 732(a) pro- 
vides that the basis of distributed property other than money shall be the partnership 
basis immediately before the distribution. However, the limitation contained in sec- 
tion 732(a)(2) requires that the basis of the distributed property cannot exceed the 
basis of the distributee partner’s interest in the partnership, reduced by any money 
distributed in the same transaction. Since the basis of money distributed is not referred 
to elsewhere, it is clear that under this section, the basis of the distributee’s partnership 
interest is first to be applied against and reduced by the amount of money distributed. 
The example contained in Sen. Rep. No. 1622, op. cit. supra note 10, at 391, follows 
this construction of the section. 

In the case of liquidating distributions, the implication in section 732(b) that the basis 
of the distributee’s partnership interest must first be offset against and reduced by 
the money distributed is much clearer. Here the statement is that the basis of property 
other than money shall equal the basis of the distributee for his partnership interest, 
reduced by any money distributed in the same transaction. Thus, it may be concluded 
that in any distribution involving money, section 732 requires that the basis of the 
distributee’s interest in the partnership first be applied to and reduced by the amount 
of such money, dollar for dollar. Of course, if the money distributed exceeds that 
basis, any other property distributed will have a basis of zero and gain will be recog- 
nized to the extent of the excess of money over such basis. I.R.C. §§731(a) (1) and 732. 

31 Section 732: 

“Basis of distributed property other than money 

“(a) Distributions other than in liquidation of a partner’s interest— 

“(1) General rule—The basis of property (other than money) distributed by a 
partnership to a partner other than in liquidation of the partner’s interest shall, except 
as provided in paragraph (2), be its adjusted basis to the partnership immediately before 
such distribution. 

“(2) Limitation—The basis to the distributee partner of property to which para- 
graph (1) is applicable shall not exceed the adjusted basis of such partner’s interest in the 
partnership reduced by any money distributed in the same transaction. 

“(b) Distributions in liquidation—The basis of property (other than money) dis- 
tributed by a partnership to a partner in liquidation of the partner’ s interest shall be an 
amount equal to the adjusted basis of such partner’s interest in the partnership reduced 
by any money distributed in the same transaction.” 

82T.R.C. §732(a) (2). This basis must then be allocated among the distributed assets 
in the same manner as outlined below in the case of liquidating distributions. See section 
732(c), which provides: 

“(c) Allocation of basis—The basis of distributed properties to- which subsection 
(a) (2) or subsection (b) is applicable shall be allocated— 














and results in the termination of the distributee’s partnership interest, the \ 


distributed property generally takes as its basis the total basis of the dis- 
tributee’s interest in the partnership, less any cash distributed.** 

When there has been a distribution of property in liquidation or a cur- 
rent distribution in which the total basis of the distributee for his inter- 
est in the partnership is less than the total partnership basis for the dis- 
tributed assets, the distributee’s basis must be allocated among the various 
distributed assets.** First, if the distribution consists of any unrealized 
receivables® or inventory items,** the distributee’s basis for his partner- 
ship interest must be allocated to such assets in an amount which will 
equal the amount of their bases in the hands of the partnership. If the 
distributee’s basis for his interest is insufficient for this purpose, it must 
be allocated among these items in proportion to the basis of each in the 
hands of the partnership. If his basis is adequate for the purpose, any 
amount remaining is then allocated to the other distributed assets in pro- 
portion to their bases in the hands of the partnership. On the other hand, 
if the inventory and receivables consume the entire basis of the distributee’s 
interest in the partnership the basis of these remaining assets will be 
zero.*" 


E. Basts oF DISTRIBUTEE’S PARTNERSHIP INTEREST 


To the extent that the distribution is not in complete liquidation of the 
distributee’s partnership interest, the 1954 Code conforms to the present 
rule*® and provides that the basis for that interest shall be reduced by the 
amount of any money distributed and by the amount of such basis prop- 
erly allocable to any other distributed property.*® However, the basis of 


“(1) first to any unrealized receivables (as defined in section 751(c)) and inventory 
items (as defined in section 751(d)(2)) in an amount equal to the adjusted basis of each 
such property to the partnership (or if the basis to be allocated is less than the sum of 
the adjusted basis of such properties to the partnership, in proportion to such basis), and 

“(2) to the extent of any remaining basis, to any other distributed properties in pro- 
portion to their adjusted basis to the partnership.” 


33 T.R.C. §732(b). 

84 T.R.C. §732(c). 

85 This term is defined in section 751(c) and is analyzed infra in the discussion of the 
exception to these general principles in the case of disproportionate distributions of 
partnership property (I.R.C. §751(b)). 

86 This term is defined in section 751(d) (2) and is analyzed below in the discussion of 
the exception to these general principles in the case of disproportionate distributions of 
partnership property (I.R.C. §751(b)). Note that for this purpose the inventory items 
do not have to be substantially appreciated, as that term is defined in section 751(d) (1). 

87 If there are no such remaining assets, loss will then be recognized to the distributee 
to the extent that his basis for his interest exceeds the cash and his basis for the unreal- 
ized receivables and inventory items (I.R.C. §731(a)(2)). 

88 T.R.C. §113(a) (13) (1939). 

39 See I.R.C. §733, supra note 15. 
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the distributee’s partnership interest may not be reduced below zero by 
any distribution. If the distribution is in complete liquidation of the part- 
nership interest of the distributee partner, that interest is, of course, com- 
pletely extinguished, as is its basis.*° 


F. CHARACTER OF GAIN OR Loss REALIZED BY DISTRIBUTEE ON DtsPosiI- 
TION OF DISTRIBUTED PROPERTY 


The new Code contains nothing specific in the way of a general rule 
for determining the character of gain or loss which will be realized by a 
distributee upon the ultimate disposition by him of distributed property. 
Therefore, in the absence of some specific provision to the contrary, it 
seems clear that, as under the 1939 Code, the character of such gain or 
loss will be determined by reference to the character of the asset in the 
hands of the distributee at the date it is disposed of. However, while this 
seems to be the general rule under the 1954 Code, it is subject to a very 
important exception,* which requires that gain or loss on the ultimate dis- 
position by the distributee partner of unrealized receivables* or inventory 
items** distributed to him by a partnership must be considered gain or loss 
from the sale or exchange of property other than a capital asset. This 
treatment is mandatory in every case in which the distributed assets con- 
sist of unrealized receivables. However, in the case of inventory items, if 
the sale or exchange by the distributee is not consummated within five 
years after the distribution, the nature of the gain or loss apparently will 
depend upon the nature of the assets in his hands at the date of the sale 
or exchange. ** 

If the assets being disposed of can be considered capital in nature, 
there shall be included in the period for which they are held the period 


40In this situation involving a complete liquidation of a partner’s interest, section 733 
by its terms is inapplicable. Note the definition of the term “liquidation of a partner’s 
interest” contained in section 761(d). 

41 Section 735 reads: 

“Character of gain or loss on disposition of distributed property 

“(a) Sale or exchange of certain distributed property.— 

“(1) Unrealized receivables.—Gain or loss on the disposition by a distributee partner 
of unrealized receivables (as defined in section 751(c)) distributed by a partnership, shall 
be considered gain or loss from the sale or exchange of property other than a capital asset. 

: “(2) Inventory items.—Gain or loss on the sale or exchange by a distributee partner 
of inventory items (as defined in section 751(d)(2)) distributed by a partnership shall, 
if sold or exchanged within 5 years from the date of the distribution, be considered gain or 
loss from the sale or exchange of property other than a capital asset.” 

42 This term is defined in section 751 and is analyzed infra in the discussion of the 
exception to these general principles governing distributions in the case of disproportion- 
ate distributions of partnership property (I.R.C. §751(b) ). 

48 Jd. Note that for this purpose the inventory items do not have to be substantially 
appreciated, as that term is defined in section 751(d) (1). 

44 This is the implication in section 735(a) (2). 








during which such assets were held by the partnership.*° The over-all hold- 
ing period will then be calculated in the usual manner under section 1223. 
However, the statute contains an exception which prohibits tacking in the 
case of inventory items,*® but this should create no hardship since capital 
gains treatment for such property is not allowed in any event if it is dis- 
posed of within five years of its distribution. 


G. OpTiIoNAL ADJUSTMENT TO PARTNERSHIP Basis FOR REMAINING 
UNDISTRIBUTED ASSETS 


Under the 1939 Code the distribution by a partnership of property to 
one or more of its partners does not affect its basis for its remaining 
assets. Thus, if property having a partnership basis of $1,000 is distributed 
to a partner and is required to take a basis in his hands of $600, the $400 
loss of partnership basis apparently cannot be added to the basis of the 
remaining undistributed partnership assets. However, under the 1954 
Code Congress now has granted relief in such cases by authorizing an 
increase in partnership basis under certain circumstances when distributed 
assets take a lower basis in the hands of the distributee*’ and upon 
the distribution to him of cash in excess of his basis on which gain 
is recognized. Thus, the basis otherwise lost is restored to the part- 
nership. Nevertheless, such relief is not without its price. Congress has 
required also that upon a liquidating distribution in the converse situation, 
i.e., when the distributed assets take a higher basis in the hands of the 
distributee, partnership basis for the remaining assets shall be decreased. 


45 Section 735(b) reads: 


“(b) Holding period for distributed property.—In determining the period for which 
a partner has held property received in a distribution from a partnership (other than for 
purposes of subsection (a) (2)), there shall be included the holding period of the partner- 
ship, as determined under section 1223, with respect to such property.” 
46 Jd. 


47 Section 734: 
“Optional adjustment to basis of undistributed partnership property 
“(a) General rule-—The basis of partnership property shall not be adjusted as the 
result of a distribution of property to a partner unless the election, provided in section 754 
(relating to optional adjustment to basis of partnership properly), is in effect with respect 
to such partnership.” 


48 Section 734(b) : 


“Method of adjustment—lIn the case of a distribution of property to a partner, a 
partnership, with respect to which the election provided in section 754 is in effect, shall— 
“() increase the adjusted basis of partnership property by— 
“(A) the amount of any gain recognized to the distributee partner with respect to 
such distribution under section 731(a) (1), and 
“(B) in the case of distributed property to which section 732(a) (2) or (b) applies, 
the excess of the adjusted basis of the distributed property to the partnership immediately 
before the distribution (as adjusted by section 732(d)) over the basis of the distributed 
property to the distributee, as determined under section 732, or 
“(2) decrease the adjusted basis of partnership property by— 
“(A) the amount of any loss recognized to the distributee partner with respect to 
such distribution under section 731(a) (2), and 
“(B) in the case of distributed property to which section 732(b) applies, the excess 
of the basis of the distributed property to the distributee, as determined under section 732, 
over the adjusted basis of the distributed property to the partnership immediately before 
such distribution (as adjusted by section 732(d)).” 
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This latter requirement is not, of course, a relief provision since it oper- 
ates to the detriment of the partnership. In any event, the provision is at 
least consistent with the relief portion of the statute.*® 

As a prerequisite for making either of such adjustments, the partner- 
ship must file an election under section 754. Although the election is a 
continuing one, which becomes effective upon the filing by the partnership 
of a statement of election,®’ it may be revoked under regulations to be 
issued upon a showing of a change in the nature of the business. This 
unduly increases the administrative burden imposed by the election.** 
Since all partners will generally be affected by this election to the extent 
that it authorizes an adjustment in partnership basis of assets remaining 
after a distribution, it seems reasonable that it be a general partnership 
election. 

With respect to the amount of the adjustment to the basis of the part- 
nership for its undistributed assets, any gain recognized to the distributee 
on a distribution of cash in excess of his basis®* will increase the partner- 
ship basis for its remaining assets. Similarly, on either a current or a 
liquidating distribution of property in which the partnership basis of dis- 
tributed assets** exceeds the total basis of the distributee for his part- 


49 Note however, that this adjustment is made only upon a distribution in complete 
liquidation of the distributee partner’s interest. Sen. Rep. No. 1622, op. cit. supra note 10, 
at 394. The decreases in basis authorized by section 734(b) (2) may be made only when 
the distribution is controlled by sections 731(a) (2) or 732(b). In both cases, such distri- 
butions must be in liquidation of a partner’s interest, which is a term defined under 
section 761(d). 

50 Section 754: 

“Manner of electing optional adjustment to basis of partnership property 

“If a partnership files an election, in accordance with regulations prescribed by the 
Secretary or his delegate, the basis of partnership property shall be adjusted, in the 
case of a distribution of property, in the manner provided in section 734 and, in the 
case of a transfer of a partnership interest, in the manner provided in section 743. Such 
an election shall apply with respect to all distributions of property by the partnership 
and to all transfers of interests in the partnership during the taxable year with respect 
to which such election was filed and all subsequent taxable years. Such election may be 
revoked by the partnership, subject to such limitations as may be provided by regulations 
prescribed by the Secretary or his delegate.” 

51 See Sen. Rep. No. 1622, op. cit. supra note 10, at 406. 

52 Jd. 

53 As provided in section 731(a) (1). 

54In determining the basis of the distributed property to the partnership immediately 
before the distribution, section 734(b)(1)(B) and (2)(B) (note 48 supra) requires 
that such basis be adjusted to reflect the fact that, as provided in section 732(d), the 
distributee may have elected with respect to the distribution to treat the partnership 
basis as being increased or decreased to reflect the difference between his proportionate 
share of partnership basis and his investment in his partnership interest which he obtained 
by sale, or exchange, or from a deceased partner, within two years of the distribution. This 
reference in section 734(b) (1) (B) and (2) (B) to section 732(d) is apparently designed 
to meet the situation in which the transfer of the interest in the partnership is made prior 
to the year in which the partnership election referred to in section 754 becomes effective, 
but the distribution of partnership assets is made in a subsequent year, and within two 
years of the transfer to the distributee of his partnership interest. In this situation, although 








nership interest,°° the excess also increases the partnership basis for its 
remaining assets. By way of contrast, the amount of loss recognized to 
the distributee upon a complete liquidation of his interest by a distribu- 
tion only of cash, unrealized receivables, and/or inventory™ items* de- 
creases the partnership basis for its remaining assets.°* Similarly, on any 
distribution of property in complete liquidation of the interest of the dis- 
tributee in which his basis for such interest exceeds the basis of the part- 
nership for the distributed property,®® the excess also decreases such 
partnership basis. 

Once the amount of the adjustment to the basis of the remaining part- 
nership assets has been determined, the statute®* provides that the allocation 
of such amount among the various partnership properties shall be made 
in accordance with a special series of rules contained in section 755." In 
order to make this allocation, all partnership assets must be classified into 


the election is effective only as to the partnership’s right to adjust the basis of its remain- 
ing undistributed assets, since section 732(d) gives the distributee partner the right to the 
same adjustment he would otherwise have under section 743, this adjustment is taken into 
account for this purpose. 

55 This is the situation to which section 732(a)(2) and (b) applies, limiting the basis 
of the property in the hands of the distributee to the amount of his basis for his partner- 
ship interest. 

56 This is the type of distribution for which section 731(a) (2) authorizes the recogni- 
tion of loss. 

57 It is immaterial for this purpose whether or not such inventory items have substan- 
tially appreciated, as the term “substantial appreciation” is defined in section 751(d) (1). 

58 T.R.C. §734(b) (2) (A). 

59 Note that section 734(b) (2) (B) (see note 48 supra) requires that for this purpose 
the basis of the partnership be adjusted as provided in section 732(d). As pointed out in 
note 54 supra, this reference to section 732(d) seems to be in error and apparently should 
be section 743. 

60 T.R.C. §734(b) (2) (B). 

61T.R.C. §734(c). 

62 Section 755: 

“Rules for allocation of basis 

“(a) General rule—Any increase or decrease in the adjusted basis of partnership 
property under section 734(b) (relating to the optional adjustment to the basis of undis- 
tributed partnership property) or section 743(b) (relating to the optional adjustment to 
the basis of partnership property in the case of a transfer of an interest in a partnership) 
shall, except as provided in subsection (b), be allocated— 

“(1) in a manner which has the effect of reducing the difference between the fair 
market value and the adjusted basis of partnership properties, or 

“(2) in any other manner permitted by regulations prescribed by the Secretary or 
his delegate. 

“(b) Special rule.—In applying the allocation rules provided i in subsection (a), increases 
or decreases in the adjusted basis of partnership property arising from a distribution of, 
or a. transfer of an interest attributable to, property consisting of— 

“(1) capital assets and property described in section 1231(b), or ; 

“(2) any other property of the partnership, shall be allocated to partnership prop- 
erty of a like character except that the basis of any such partnership property shall 
not be reduced below zero. If, in the case of a distribution, the adjustment to basis of 
property described in paragraph (1) or (2) is prevented by the absence of such prop- 
erty or by insufficient adjusted basis for such property, such adjustment shall be applied 
to subsequently acquired property of a like character in accordance with regulations 
prescribed by the Secretary or his delegate.” 
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two groups. The first consists of capital and section 1231(b)® assets, 
and the second includes all other partnership assets.** Increases or de- 
creases in bases of remaining partnership property “arising from a dis- 
tribution of . . . property consisting of’ one or the other of the two 
groups must be allocated among the remaining partnership property of 
that same group. This means that if the increase or decrease is attributable, 
for example, to capital assets which have been distributed, the adjustment 
must be made to the basis of the partnership’s remaining capital assets. 
When there has been a gain or loss recognized to the distributee upon the 
receipt by him of cash or receivables, the increase or decrease in partner- 
ship basis of the remaining assets is clearly attributable to non-capital 
assets. 

However, both classes of assets may be distributed, and in determining 
whether the increase or decrease “arises from the distribution of” capital 
or non-capital assets, the total partnership basis of the assets distributed 
from each of the two groups of assets apparently must be determined and 
the increase or decrease allocated between the two in the proportion which 
the basis of each group bears to the total basis of all assets distributed. 
For example, assume that the distribution consists of capital assets having 
a total basis to the partnership of $1,000 and non-capital assets having a 
total basis of $500. If the distributee has a total basis for his partnership 
interest of only $500, the basis of the partnership may be increased by 
$1,000. Of this total increase two-thirds,” or $666, apparently “arises 
from the distribution of” the capital assets, while the remaining one-third, 
or $333, arises from the distribution of the non-capital assets. 

The allocation of the adjustment within each of the two groups of prop- 
erty remaining in the partnership is subject to the general rule that it must 
be made in a manner which will reduce the difference between the fair 
market value and the basis of partnership property within the particular 
group. However, the basis of any property may not be reduced below 
zero.®* Thus, if an increase in basis is to be allocated to the assets of a 
perticular group, such increase may be allocated only to assets having a 

63 Section 1231(b) is the equivalent of section 117(j) of the 1939 Code and generally 
relates to property used in the trade or business which is subject to a depreciation allow- 
ance and real property used in the trade or business, subject to certain exceptions. 

64 Note that money is placed for this purpose in the group with unrealized receivables 
and inventory items. This is in contrast to the grouping required by section 751(b) in 
the case of disproportionate distributions of partnership property, where money must be 
grouped with capital and section 1231(b) assets for the purpose of applying the provisions 
of section 751(b). 

85 T.R.C. §755(b). 

66 Sen. Rep. No. 1622, op. cit. supra note 10, at 407. 

67 Since the capital assets represent $1,000 of basis out of the total basis attributable to 
distributed property of $1,500, they will represent two-thirds of that total. 

88 T.R.C. §755. 
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fair market value in excess of basis, in proportion to the difference between 
the value and the basis of each. When the over-all adjustment, therefore, 
is an increase, no adjustment may be made to individual assets whose 
bases already exceed their market value, since this would increase rather 
than reduce the difference between value and basis. If the required ad- 
justment will decrease partnership basis, the opposite course must be fol- 
lowed. To the extent that the partnership holds money, no adjustment may 
be made with respect thereto, since the value thereof will always be equal 
to its basis. Therefore, while the distribution of money, which is classified 
as a non-capital asset for this purpose, will require an allocation of some 
part of the basis adjustment to the remaining undistributed assets of 
that group, that adjustment may never be carried through and applied to 
the remaining undistributed money which comprises a part of the group. 

As a possible safety valve in the application of such an allocation 
method, the statute also provides” that the allocation may be made “in 
any other manner permitted by regulations. . . .” Therefore, variations in 
the above pattern of allocation may be expected to be allowed, at least in 
unique cases. 

There is a possibility that there may be no remaining partnership prop- 
erty in one group or the other with respect to which these adjustments to 
partnership basis may be made, or the property remaining may have insuf- 
ficient difference between basis and value to complete the adjustment. 
Under such circumstances, the statute requires that this portion of the 
adjustment be postponed until property belonging to the proper group has 
been acquired. Only if, as, and when the partnership subsequently acquires 
such property and basis is either more or less than value, may the adjust- 
ment be completed. Regulations are authorized to be issued on this point. 
It is submitted that while operating satisfactorily in theory, in practice 
these postponed adjustments may easily become lost in the rush of sub- 
sequent years’ events unless care is taken to record and review periodically 
the right to complete them. 

While the option granted a partnership to make such an adjustment 
under these circumstances is undoubtedly a liberalization of the present 
law, there probably will be some question just how useful the option will 
be to the average partnership. Distributions to which the adjustment could 
apply may be fairly frequent. However, these adjustments can operate 
both to increase and decrease the basis of the partnership for its remaining 
assets. Since the election will continue for an indefinite period, it may 

69 Sen. Rep. No. 1622, op. cit. supra note 10, at 406-407. Basis could not be increased 
in excess of the value of the particular asset, since this would have the effect of increas- 


ing the difference between its basis and fair market value. 
70 T.R.C. §755(a) (2). 
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therefore be a mixed blessing. In addition, each adjustment will require a 
valuation of many, if not all, partnership assets and will require the classi- 
fication of each as ordinary, capital, or section 1231(b) assets. Only when 
partners have substantially lower bases for their interests than their pro- 
portionate share of the total partnership basis will the adjustment operate 
to advantage. If a high-basis partner liquidates his partnership interest, 
the result will decrease rather than increase the basis of remaining partner- 
ship assets. Because of the continuing nature of the election, it may be 
difficult for a particular partnership to make a decision with respect to 
the advisability of its exercise, even though the election is revocable, par- 
ticularly since the statute requires that the election be coupled with a 
similar, continuing election relating to further adjustments of partnership 
basis under section 743 for the benefit of individual partners who have 
acquired their interests by sale, exchange, or from deceased partners. The 
difficulty of projecting these various factors over an extended period and 
weighing them adequately may frequently present a serious problem of 
business judgment. 


EXCEPTIONS TO GENERAL PRINCIPLES GOVERNING DISTRIBUTIONS 


A. ADJUSTMENT IN Basis OF PARTNERSHIP ASSETS WHEN DIistTRIB- 
UTEE OBTAINS INTEREST BY TRANSFER 


Although the basis of the distributee for his partnership interest is 
quite distinct from the basis of the partnership for its assets, as noted 
supra in the discussion of the general principles applicable to distributions, 
the basis of assets in the hands of the partnership is used to measure the 
portion of the distributee’s partnership interest which is allocable to each 
distributed asset.** Therefore, any variation or adjustment allowable for 
his benefit in the basis of partnership assets will directly affect their bases 
in his hands should they be distributed to him. 

Under the 1939 Code no adjustment is authorized in the basis of assets 
held by the partnership, even though a partner acquires his interest by sale 
or exchange at a price which reflects substantial appreciation or deprecia- 
tion in the value of those assets. Under the 1954 Code there are three 
situations in which an adjustment is authorized in the basis of partnership 
property, solely on behalf of a distributee who has acquired his interest by 
sale or exchange or upon the death of a partner, in determining the tax 
consequences to him of a distribution of partnership assets. The first is 
upon a distribution to such a person when the general partnership election 


71 See ILR.C. §732(a) (1) and (b). 
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required by section 754” has been filed.”* Here, the adjustment is allowed 
from the date the interest is acquired, even for the purpose of calculating 
the current distributive share of income and loss of the transferee-partner. 
Second, even in the absence of such an election, upon a distribution to a 
partner who has so acquired his interest within two years from the date 
of such distribution, he may individually elect to make such an adjustment 
for the purposes of the distribution.“* Finally, in the absence of an election 
by either partnership or partner, the Secretary is authorized” to require 
such an adjustment in the basis of partnership property distributed at any 
time to a partner who acquired his interest by sale or exchange or upon 
the death of a partner, if the fair market value of any distributed ™ 
partnership property other than money at the time the partnership interest 


72 See I.R.C. §754. 

73 Section 743: 

“Optional adjustment to basis of partnership property .. . 

“(b) Adjustment to basis of partnership property.—In the case of a transfer of an 
interest in a partnership by sale or exchange or upon the death of a partner, a partnership 
with respect to which the election provided in section 754 is in effect shall— 

“(1) increase the adjusted basis of the partnership property by the excess of the 
basis to the transferee partner of his interest in the partnership over his proportionate 
share of the adjusted basis of the partnership property, or 

“(2) decrease the adjusted basis of the partnership property by the excess of the 

transferee partner’s proportionate share of the adjusted basis of the partnership prop- 
erty over the basis of his interest in the partnership. , 
Under regulations prescribed by the Secretary or his delegate, such increase or decrease 
shall constitute an adjustment to the basis of partnership property with respect to the 
transferee partner only. A partner’s proportionate share of the adjusted basis of partner- 
ship property shall be determined in accordance with his interest in partnership capital 
and, in the case of an agreement described in section 704(c) (2) (relating to effect of part- 
nership agreement on contributed property), such share shall be determined by taking 
such agreement into account. 

74 Section 732: 

“Basis of distributed property other than money... 

“(d) Special partnership basis to transferee—For purposes of subsections (a), (b), 

and (c), a partner who acquired all or a part of his interest by a transfer with respect to 
which the election provided in section 754 is not in effect, and to whom a distribution of 
property (other than money) is made with respect to the transferred interest within 2 
years after such transfer, may elect, under regulations prescribed by the Secretary or his 
delegate, to treat as the adjusted partnership basis of such property the adjusted basis 
such property would have if the adjustment provided in section 743(b) were in effect 
with respect to the partnership property. The Secretary or his delegate may by regulations 
require the application of this subsection in the case of a distribution to a transferee 
partner, whether or not made within 2 years after the transfer, if at the time of the 
transfer the fair market value of the partnership property (other than money) exceeded 
110 percent of its adjusted basis to the partnership.” 
Although the reference here is to a partner acquiring his interest by “transfer,” the 
implication in the legislative history is that this term is intended to be identical with 
the words “sale or exchange or the death of a partner” contained in section 743. See SEN. 
Rep. No. 1622, op. cit. supra note 10, at 96 and H.R. Conr. Rep. No. 2534, 83d Cong., 
2d Sess. 61 (1954). 

75 Jd. 

76 Although section 732(d) is not entirely clear that it is the property being distributed 
whose value must have exceeded 110 per cent of its basis on the date the distributee 
acquired his interest, Sen. Rep. No. 1622, op. cit. supra note 10, at 393, does make this clear. 
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was acquired by the transferee partner” exceeded 110 per cent of its 
adjusted basis to the partnership.” 

In each of these cases the adjustment in partnership basis is made only 
with respect to the distributee”® acquiring his interest by sale or exchange 
or upon the death of a partner.® As to the amount of the adjustment, 
the partnership basis for its assets** is to be increased or decreased by the 
difference between the transferee-distributee’s basis for his partnership 
interest and his proportionate share of the adjusted basis of all partnership 
assets** as of the date the interest was acquired. This increase or decrease 
is then allocated among the individual partnership assets as of that date, 


77It may be noted that Sen. Rep. No. 1622, op. cit. supra note 10, at 393, states that 
the time for application of the 110 per cent value test is the date the property is distributed. 
This is clearly contrary to the requirement of section 732(d) and seems obviously to be 
in error. The example on the same page of the Report confirms that it is the date of 
acquisition of the interest which is the critical date for this purpose. 

78 With respect to the right of the partnership itself and the non-distributee partners 
to adjust the basis of partnership assets, such adjustment is authorized only for the 
basis of the remaining partnership assets following a distribution, and then only when 
the general partnership election required by section 754 has been filed (I.R.C. §734(a)). 
While a distributee who has acquired his interest by transfer may adjust the basis of 
partnership assets on his own behalf even if no general partnership election has been filed 
under section 754, there is no corresponding right on the part of the partnership in this 
situation to adjust the basis of its remaining assets following the distribution. 

79 Since only the distributee is affected by this adjustment, there seems to be little justi- 
fication for the action of Congress in conditioning the adjustment under section 743 upon 
the general and continuing partnership election under section 754. 

80 No such adjustment will apparently be authorized upon the transfer of an interest 
by gift even though subject to gift tax. However, there seems to be little basis on prin- 
ciple for recognizing a transfer subject to the operation of the estate tax for this purpose 
while refusing so to recognize a transfer subject to the operation of the gift tax. 

81 The partnership’s basis for its assets apparently will not include general liabilities. 
See H.R. Conr. Rep. No. 2543, op. cit. supra note 74, at 62. However, such basis would 
presumably include liabilities to which specific assets are subject. 

82 See I.R.C. §743(b). When the general partnership election under section 754 is 
not in effect and section 743 is therefore inapplicable, an election under section 732(d) 
results in the same treatment as if section 743 applied (H.R. Conr. Rep. No. 2543, op. 
cit. supra note 74, at 61). The same is apparently true if the Commissioner requires the 
adjustment under section 732(d). Under section 743 the distributee’s share of partner- 
ship basis is to be determined by reference to his interest in capital. If there is a special 
agreement with respect to the allocation of depreciation, depletion, or gain or loss from 
contributed property under section 704(c)(2), the share of partnership basis of the 
transferee-distributee will be the proportionate share of partnership basis of the trans- 
feror (Jd. at 63). It should be noted that in contrast to the optional adjustment by the 
partnership in the basis of its remaining assets following a distribution, discussed supra, 
where the amount of the adjustment by the partnership to the basis of remaining undis- 
tributed assets, although determined by reference to the basis of the distributee’s interest, 
may or may not reflect his share of the value of the partnership assets, here the basis of 
the transferee-distributee will always reflect his share of such value. Therefore, the total 
amount of this adjustment will generally reflect the distributee’s share of appreciation or 
depreciation in value of those assets at the date his interest was acquired. 
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generally in the same manner as discussed above in connection with the op- 
tional adjustment to partnership basis for remaining undistributed assets.™ 
The assets are divided into the same two groups, generally capital and non- 
capital, and if the adjustment in basis is an increase, such increase is ap- 
parently to be allocated entirely to the group or groups having a net appre- 
ciation in value, in proportion to the net appreciation of each,** in a man- 
ner which will reduce the difference between the basis and value of the 
individual assets in the group. If the adjustment is a decrease, it is appar- 
ently to be allocated in like manner entirely to the group or groups having 
net depreciation in value. Upon a distribution in which such an adjust- 
ment is authorized under any of the three circumstances outlined above, 
the basis of the partnership for the distributed asset may then be con- 
sidered by the distributee to be its basis. 

Generally, with respect to any particular asset, the amount of the ad- 
justment will reflect only a portion of its total unrealized appreciation or 
depreciation in value, since the price paid by the acquiring partner for his 
interest reflects only his share of the unrealized appreciation or deprecia- 
tion of each particular asset as of that time. Therefore, while this adjust- 
ment will narrow the spread between value and basis with respect to 
particular assets at the date the partnership interest is acquired, it will not 
eliminate it. On the other hand, upon a liquidating distribution or when 
similar assets are simultaneously distributed to other partners, the distrib- 
utee is authorized to adjust partnership basis not only by the amount 
indicated above but also by the amount attributable to any interest in like 
partnership assets which he relinquishes.” Thus, in such a liquidating dis- 
tribution, for example, the adjustment may nevertheless reflect the dis- 
tributee’s share of the entire net unrealized appreciation or depreciation, 
as the case may be, in each group from which assets are distributed. 

The amount of the adjustment as it relates to a particular distribution 


83 As in that situation, this allocation method is governed by section 755. 

84 Certainly this procedure is proper when the value of one group has increased and the 
other has also increased or has remained constant. The statute also will apparently require 
that this same procedure be followed even when the other group has depreciated in value. 
Thus, section 755(b) requires that once an increase has been determined under section 
743(b), that increase, to the extent it arises “from ...a transfer of an interest attribu- 
table to” one group of assets or the other, or both, shall be used to adjust the basis of 
certain assets of that group. Since the over-all adjustment being dealt with is an increase, 
that increase probably could never be said to arise from a transfer of an interest attributa- 
ble to a group of assets which have depreciated in value, since those assets have the effect 
of reducing the difference between the basis of the distributee for his interest and his 
proportionate share of the partnership basis for its assets. As a result, the entire increase 
is apparently to be applied to assets in the group having the net appreciation, while the 
group having the net depreciation is ignored for this purpose, even though individual 
assets in the latter group may be appreciated in value. 

85 See Sen. Rep. No. 1622, op. cit. supra note 10, at 392 and 400. 
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will generally be readily ascertainable when the general partnership elec- 
tion provided for in section 754 is in effect, since the adjustment becomes 
effective immediately upon acquisition of the partnership interest and is 
used prior to the date of any particular distribution for the purposes of 
determining the acquiring partner’s share of depreciation and gain or loss 
on the sale of partnership assets. When this general partnership election 
has not been filed, however, the election of the distributee to apply the 
adjustment to a particular distribution after the date of the acquisition of 
his interest, or the requirement of the Secretary that in effect the election 
be exercised with respect to such a distribution, creates a special problem. 
In substance, the distributee partner is electing, or the Commissioner is 
requiring, that the distribution receive the same treatment it would be 
accorded if the distributee had elected the special basis adjustment at 
the time he acquired his interest by transfer.** Under these circumstances, 
therefore, the distributee will apparently be required to trace the effect of 
the adjustment from the date it is deemed to have become effective, 1.¢., 
the date his interest was acquired, to the date of the distribution. The 
legislative history®’ clearly requires adjustments to reflect the fact that 
assets owned at the date of acquisition of the interest are sold or ex- 
changed by the partnership during the period preceding the distribution. 
In addition, such background probably can be construed to authorize ad- 
justments when such assets are distributed to other partners in kind.** 
Therefore, the remaining question is whether depreciation or depletion 
calculated on the adjusted basis of the distributed assets must be deemed 
to have been claimed for the period from the date the interest was acquired 
in determining the adjusted basis of that asset at the date of distribution, 
even though such depreciation or depletion on such adjusted basis was not 
in fact so claimed. Although the legislative history is not particularly help- 
ful on this point the language of the statute*® makes it likely that such 
adjustments for depreciation will be required. 

86 H.R. Conr. Rep. No. 2543, op. cit. supra note 74, at 61. Section 732(d) states that 
the distributee “may elect . . . to treat as the adjusted partnership basis of such property 
the adjusted basis such property would have if the adjustment provided in section 743(b) 
were in effect with respect to the partnership property.” 

87 See SEN. REP. No. 1622, op. cit. supra note 10, at 392. 

88 In Sen. Rep. No. 1622, op. cit. supra note 10, at 400, such an adjustment is required 
to reflect the fact that upon a current distribution in which another partner receives 
simultaneous distribution in kind, the distributee relinquishes his interest in those assets 
received by the other partner. A similar adjustment would seem to be in order upon a 
distribution to another partner which was not accompanied by a simultaneous distribu- 
tion to the partner who had acquired his interest by transfer. 

89 Note that by the terms of section 732(d), the adjustment required is the same as 
“if the adjustment provided in section 743(b) were in effect with respect to the partner- 
ship property.” (italics supplied) Section 743(b) is designed to provide an adjustment 
effective immediately upon the acquisition of the partnership interest by sale, exchange, 
or on death of a partner. 








The right of the distributee or the Secretary, in the absence of the gen- | 


eral partnership election provided for in section 754, to make this adjust- 
ment with respect to the assets which are the subject-matter of one partic- 
ular distribution may well result in distortion of the basis of distributed 
assets unless the adjustment is applied consistently to all distributions 
made to a particular partner involving assets held by the firm at the date 
his interest was acquired.®° With respect to distributions of assets, the 
value of none of which exceeds 110 per cent of partnership basis on the 
date the distributee’s interest was acquired, the statute gives the distribu- 
tee the right to be inconsistent and create such distortion by allowing him 
to choose whether or not he will apply the adjustment to any particular 
distribution made within two years after the date the interest was acquired. 
Similarly, to the extent the Secretary requires that this adjustment be 
made at any time in the case of distributions meeting the 110 per cent 
value test but cannot require such an adjustment in other cases, distortion 
may also result. 

With respect to the right of a partner affirmatively to choose the ad- 
justment, Congress apparently felt that by limiting the period of choice to 
two years, the distortion would be negligible in most cases. To the extent 
that the 110 per cent valuation test may also produce distortion with re- 
spect to a series of distributions, it will be applicable only in the cases in 
which a failure to apply it would generally result in even greater distor- 
tion. It would seem, therefore, that some distortion in the basis allocation 
is contemplated under these circumstances and that it has been disregarded 
by the draftsmen as de minimis. 

In this connection, the 110 per cent valuation test will not operate abso- 
lutely, from the standpoint of the distributee, to eliminate the difference 
between partnership basis and value at the date the interest is acquired, 
even in cases where the test might at first glance appear to be applicable. 
Its apparent purpose is only to level out the substantial differences be- 
tween basis and value of assets held by the partnership at the time the 
interest was acquired. From a complete view the adjustment has this effect 
~ 90 Except when the interest of the distributee is being completely liquidated, the election 
to make this adjustment normally will operate to allocate more of the distributee’s basis 
for his partnership interest to the assets then being distributed, leaving less to be allo- 
cated to subsequent distributions. This results because the Commissioner cannot apply 
this rule unless assets were appreciated at the date the interest was acquired and, pre- 
sumably, the distributee would only elect to apply the rule under similar circumstances. 
Since the adjustment is an increase in partnership basis, an amount in excess of partner- 
ship basis will be allocated to appreciated assets, while no such amounts may be allo- 
cated to depreciated assets. Therefore, the end-result of the allocation will always be to 
increase the basis of distributed assets. Unless similar adjustments are made with respect 
to subsequent distributions, the distributee will have some opportunity, even though lim- 


ited, to choose between a higher and lower basis for particular distributed assets, allowing 
him to manipulate the factors creating tax liability. 
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because the total amount of the adjustment is calculated on an over-all 
basis, but this will not always be the case with respect to individual assets 
which are later distributed. For example, even though one partnership 
asset has a value in excess of 110 per cent of partnership basis at the date 
the partnership interest was acquired, this appreciation in value may have 
been entirely offset by unrealized depreciation in value of another partner- 
ship asset as of that date, so that the price paid by the acquiring partner 
for his interest on the basis of net value may not exceed his proportionate 
share of the partnership’s total basis for all its assets. In this case no ad- 
justment could be made upon the subsequent distribution of the appre- 
ciated asset despite the fact that individually it met the 110 per cent value 
test.°t Furthermore, if the acquiring partner does pay an amount for his 
interest which is more than his proportionate share of the partnership’s 
basis for its assets, the excess must be allocated generally among all appre- 
ciated partnership assets. Thus, the adjustment to each asset will equal 
only his proportionate share of the asset’s appreciation. Although upon the 
distribution of that asset the distributee will receive all of the unrealized 
appreciation inherent in the asset (except in the case of a distribution in 
which the distributee is relinquishing his interest in all like partnership 
assets), the amount of the adjustment will equal only his proportionate 
share of such appreciation as of the date he acquired his interest. 

The authority granted the Secretary to require this adjustment under 
certain circumstances even in the absence of an affirmative election” will 
undoubtedly create serious administrative difficulties. The adjustment to 
partnership basis is here conditioned upon a distribution being made to a 
partner who has acquired his partnership interest by sale, exchange, or 
from a deceased partner and upon some part of the distributed property 
having been worth more than 110 per cent of its value at the date the 
interest was acquired. When these conditions are met, the basis of the 
partnership for all of the distributed property will be determined as if the 
adjustment authorized to be made upon the election of the partnership in 
the case of an acquisition of a partnership interest by sale, exchange, or 
on the death of a partner were in effect. Since this 110 per cent valuation 
test must be applied as of some earlier date, the already difficult valuation 
problems encountered in the general application of these sections are ag- 
gravated. In addition, upon a determination of the value of distributed 
property as of that earlier date, the property must then be traced to the 
particular distribution involved. In the distribution of inventory items 
particularly, this tracing requirement will frequently create substantial 
difficulties. 

91 The adjustment authorized in section 732(d) is that provided for in section 743, and 


under section 743(b) there would be no adjustment provided for in this situation. 


92 See ILR.C. §732(d). 
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To the extent that this adjustment can be applied to the particular 110 | 
per cent of basis asset being distributed, it will always require that an 
additional amount of basis for the distributee’s partnership interest be 
allocated to that distributed asset, since it had appreciated at the date 
he acquired his interest.°* However, this does not necessarily mean that 
this adjustment will always operate in favor of the distributee. It may well 
be that in a particular case the allocation of a larger amount to the 110 
per cent of basis asset will reduce the basis of the distributee’s interest 
which is available for allocation to remaining assets distributed simul- 
taneously.** If this reduction is sufficiently substantial, the remaining as- 
sets may then take a basis in the hands of the distributee which is less than 
they had in the hands of the partnership. In such situations the application 
of this provision may very well, for example, increase capital loss (be- 
cause the asset to which this adjustment applies is capital in nature) and 
also increase ordinary income (by reducing the amount of the distributee’s 
basis for his partnership interest available for allocation to ordinary assets 
being distributed simultaneously ). 

A further problem, outside the scope of this study, is to determine, in 
the circumstance in which a new partner is admitted by a contribution of 
property, when and to what extent he will be deemed to have obtained his 
interest by sale or exchange for the purpose of making this adjustment. 
There are no guides to a solution of the problem in the statute or legisla- 
tive history, and there is serious doubt whether this transaction can be 
considered a sale or exchange of a partnership interest for this purpose. 


B. DisPROPORTIONATE DISTRIBUTIONS OF ORDINARY ASSETS OR CAPI- 
TAL ASSETS OF PARTNERSHIP 


One of the major changes accomplished by the 1954 Code is that of 
plugging the collapsible partnership loophole. Upon a sale or exchange of 


93 This is due to the operation of the allocation rules of section 755. Since the only time 
the Secretary is authorized to require the adjustment is when the asset distributed had 
appreciated in value at the date the interest was acquired, no adjustment in its basis can 
be made in any event under the applicable rules in section 755, unless the adjustment as 
of the date of acquisition operates to increase the basis of the individual asset, bringing 
it nearer to fair market value of that asset. Thus, if the adjustment in basis is an over- 
all decrease at the date the interest was acquired, that decrease may be allocated only to 
depreciated assets whose bases then exceed their value. Subsequent unrealized depreciation 
in value of the distributed asset in the hands of the partnership will not affect the basis 
allocable to that asset upon its distribution, and realized depreciation, while reducing the 
adjusted stepped-up basis of the partnership, would also reduce the original partnership 
basis in the same proportion, leaving a smaller balance of basis than in the case of the 
stepped-up basis. Therefore, the end-result will be that under this system of adjustment 
only the basis of an appreciated asset may be increased, and the benefits of that increase 
will continue to the date of the distribution. 

94 As for example, on a liquidating distribution in which the distributee’s entire basis 
for his partnership interest is being allocated among the distributed assets, or on a current 
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respect to the portion of such interest attributable to his share of the 
partnership’s unrealized receivables® or substantially appreciated inven- 
tory items.*°* In a very real sense, however, a partner who retires, for 
example, and receives only capital assets in the liquidating distribution 
(which assets will continue to be recognized as capital in nature in his 
hands) is avoiding ordinary income tax on his interest in unrealized 
receivables or substantially appreciated inventory items held by the firm 
just as surely as if he had sold his interest.** To meet such situations sec- 
tion 751(b)** was enacted. In effect, it provides that if the partnership 
holds unrealized receivables or substantially appreciated inventory items 
(which items are defined broadly enough to include nearly all non-capital 
assets), and the firm distributes capital assets to a partner in exchange for 
all or part of his interest in such non-capital assets, or vice versa, the trans- 
action, to the extent of this portion of the distribution, shall be considered 
a sale or exchange of such property between the distributee and the part- 
nership. As will be noted in the ensuing discussion, this has the effect of 
requiring each partner to account for his share of gain or loss attribut- 
able to the assets deemed involved in this portion of the transaction. 


1, Nature of Exchange Under Section 751(b) 
The first problem encountered in applying this exception to the gen- 
eral principles controlling distributions is that of determining when 


distribution in which the distributee’s total basis for his interest is less than the basis of 
the partnership (as adjusted) for all of the assets distributed. 

95 See discussion of this term infra. 

96 See discussion of this term infra. 

97 While such unrealized receivables or substantially appreciated inventory items would 
normally be subject upon disposition to ordinary income tax in the hands of the partner- 
ship or a distributee (unless the latter held inventory items for more than five years 
under section 735(a)(2)), this would also have been true under the 1939 Code, at least 
with respect to dispositions by the partnership. The enactment of this loophole-plugging 
provision emphasizes that it is the partner giving up his interest in such assets who is to 
be required to account for his share of any income inherent therein. 

98 Section 751: 

“Unrealized receivables and inventory items. . . 

“(b) Certain distributions treated as sales or exchanges.— 

“(1) General rule—To the extent a partner receives in a distribution— 

_ “(A) partnership property described in subsection (a)(1) or (2) [unrealized 
receivables or substantially appreciated inventory] in exchange for all or a part of his 
interest in other partnership property (including money), or 

“(B) partnership property (including money) other than property described in 
subsection (a)(1) or (2) in exchange for all or a part of his interest in partnership 
property described in subsection (a) (1) or (2), 
such transaction shall, under regulations prescribed by the Secretary or his delegate, 
be considered as a sale or exchange of such property between distributee and the part- 
nership (as constituted after the distribution). 

“(2) Exceptions—Paragraph (1) shall not apply to— 

” “(A) a distribution of property which the distributee contributed to the p-.tner- 
ship, or . 

, “(B) payments, described in section 736(a), to a retiring partner or successor in 
interest of a deceased partner.” 











the distribution of one type of assets is in exchange for an interest of the 
distributee in the other type. To the extent that the subsection is appli- 
cable, it requires the division of the total partnership property generally 
into non-capital assets (termed “inventory items”) which have appreci- 
ated 120 per cent over their basis and which exceed 10 per cent of the 
value of all partnership property, except money, plus unrealized receiy- 
ables on the one hand, and into capital and section 1231% assets and 
money, on the other. If the partnership has no such substantially appre- 
ciated inventory items and no unrealized receivables, section 751(b) is in- 
applicable, and the transaction is then treated as any other distribution. 
However, if the firm holds either appreciated inventory or unrealized 
receivables, or both, each distribution to a partner must be examined to 
determine whether it is in exchange for all or part of his interest in prop- 
erty of one type or the other. For convenience in discussion, these inven- 
tory items and receivables are hereinafter referred to as group A assets, 
and money, capital assets, and section 1231 assets are referred to as group 
B assets. 

The legislative history of section 751(b) indicates that the existence 
of an exchange must be determined in the light of the proportionate share 
of the distributee partner in groups A and B.'° The clear implication of 
this background is that the distribution of property from group 4A, for 
example, to a distributee in excess of his proportionate share of that group 


99 This is the counterpart of I.R.C. §117(j) (1939). 

100 This section was originated by the Senate as section 751(b). By its terms, any dis- 
tribution to a partner of “more than his proportionate share of the value” of one group 
or the other was deemed to result in a taxable exchange. See H.R. 8300, 83d Cong., 2d 
Sess. §751(b) (1954), as reported to the Senate by the Finance Committee under date of 
June 18, 1954. The Conference amendment of this section is explained by the Conference 
Committee (H.R. Conr. Rep. No. 2543, op. cit. supra note 74, at 65) as follows: 

“Under the Conference Agreement, it is made clear that Section 751(b) (1) [apparently 
intended to mean section 751(b)(1)(A)] applies only where a partner receives a dis- 
tribution of unrealized receivables or substantially appreciated inventory items and such 
property is received in exchange for the distributee partner’s interest in other partnership 

ropert 

‘ “Tt should be noted that section 751(b) (1) [sic] is not applicable to a distribution to a 
partner of his proportionate share of partnership inv entory items or unrealized receivables 
where such a distribution is not in exchange for his interest in other partnership property. 
If the distribution is, in part, a distribution of the distributee partner's proportionate 
share of unrealized receivables or inventory and, in part, is a distribution in exchange 
for the distributee partner’s interest in other partnership property, an allocation must be 
made, under regulations, between the two categories. . . .” (emphasis supplied) 

The clear inference here is that under normal circumstance the distribution to the dis- 
tributee of his proportionate share of one group of assets will not be in exchange for his 
interest in the other. Thus, the Conference Committee is giving recognition to the pro- 
portionate share concept previously embodied in the Senate version of this section. Such 
recognition is entirely logical, since in the absence of some specific agreement by the 
partners, the only apparent way in which an exchange may reasonably be said to take 
place is by the distribution to a distributee of property of one group or the other in excess 
of his proportionate share thereof. 
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will be deemed to have resulted in an exchange in which the distributee 
receives such excess from the partnership upon his relinquishment of a 
similar amount in excess of his proportionate share of the assets of group 
B. On the other hand, the receipt of only his proportionate share of either 
group will normally not result in such exchange.’ Thus, it appears that 
a distribution will result in an exchange under section 751(b) only upon 
the receipt by the distributee of property of one group or the other in 
excess of his proportionate share thereof, except when some special agree- 
ment between the partners specifies that the distribution of only his propor- 
tionate share is in cancellation of some part or all of his proportionate 
share of assets in the other group. 

The imposition of a tax upon such an imputed exchange seems to evi- 
dence a legislative policy designed primarily to tax each non-distributee 
partner on his share of the appreciation in inventory and on his share of 
unrealized receivables as that share leaves the partnership upon a distribu- 
tion, thus preventing the non-distributee partners from distributing their 
shares of such assets to other partners and then liquidating or selling their 
own interests at a capital gain. Similarly, it indicates a policy of taxing the 
distributee on a part or all of his share of appreciated inventory and un- 
realized receivables upon a distribution in which he receives in lieu thereof 
capital assets in excess of his share. 


2. Analysis of Nature of Over-all Transaction 

Upon section 751(b) being applied to a distribution, although the trans- 
action continues physically to be a distribution, the statute, in effect, re- 
quires that it be broken down into three component parts. To the extent 
of the amount received by the distributee which is in excess of his pro- 
portionate share of group A assets, for example, this portion of the trans- 
action is considered to have no relationship whatsoever to the remainder. 
As to this portion, a distribution in effect must be imputed from the 
partnership to the distributee of a comparable amount of group B as- 
sets,"°? which constitutes the first component of the transaction. The dis- 


101 At this point the principal purpose appears for the Conference Committee’s change 
from the Senate version of this section as one applying to an exchange upon a distribu- 
tion of “more than his proportionate share” to one applying simply upon an “exchange.” 
Under the Senate’s proposal, no distribution to a distributee of his exact proportionate 
interest in one group or the other could apparently ever be considered an exchange. 
Under the more general language of the Conference Committee amendment, even such a 
distribution could result in an exchange under certain circumstances. While such circum- 
stances are not specified, there would appear to be no such exchange upon the receipt by 
the distributee of his proportionate share of assets of one group or the other in the 
absence of some specific agreement between the partners that the distribution is in can- 
cellation of some portion of his interest in the assets of the other group. 

102 Although both statute and legislative history are silent as to the order of these two 
portions of the over-all transaction, it is entirely logical that the property deemed given 
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tributee is then considered to have transferred those assets back to the 
partnership in exchange for the excessive amount of group A assets which 
he physically receives.*°* This exchange is the second component and is 
treated as a separate taxable transaction from the standpoint of both the 
distributee and the partnership. Following the exchange,'®* the remaining 
component of the complete transaction, the portion recognized as a dis- 
tribution, may be considered to have taken place. Both the distributee and 
the partnership will be required to determine the tax consequences of 
each of these three components of the entire transaction. 


3. Nature of Distribution To Which Section Is Applicable 

This provision is undoubtedly designed to apply to liquidating distribu- 
tions paid to a retiring partner.’ To the extent that the distributee re- 
ceives more than his proportionate share of the value of the assets in one 
group, it seems clear that he has exchanged all or a part of his interest in 
assets of the other group for the amount of those in the first group re- 
ceived in excess of his share, since he is leaving the partnership and clearly 
giving up all his interest in all the remaining undistributed assets.’ 


up by the distributee in the exchange would be deemed distributed to him by the partner- 
ship before the physical distribution, since he is deemed to give up such property at the 
time of the physical distribution. In addition, as pointed out infra, this order of the various 
components of the transaction is indispensable in calculating their tax consequences. 

103 Only in this manner can the imputed exchange be reasonably explained as taking 
place. 

104 Although there is no specific authority for considering that the components of the 
transaction shall take place in this order, as pointed out infra, such order of the trans- 
actions is indispensable in calculating their tax consequences. 

105 Note, however, that even though designed to apply to liquidating distributions, the 
section is partially inapplicable when a retiring partner or successor of a deceased partner 
receives something in the nature of partnership income upon withdrawal. In this situa- 
tion such payments are subject to the provisions of section 736. Only a portion thereof 
will be treated as a “distribution” and the remainder will be considered “payments” sub- 
ject to the provisions of section 736. In this connection, to the extent that the distributee 
receives cash for his interest in unrealized receivables, section 736 rather than section 
751(b) will apply. Sen. Rep. No. 1622, op. cit. supra note 10, at 402. 

106 The legislative history of section 751(b) supports this conclusion. Thus, the Con- 
ference Committee Report states (No. 2543, op. cit. supra note 74, at 65): “The gain or 
loss to the partnership [resulting from the exchange by it] is attributable to the partner- 
ship as constituted aftcr the distribution, i.e., to the partners other than the distributee.” 
(emphasis supplied) This statement seems to assume that in such a situation the distrib- 
utee will have withdrawn from the partnership upon receipt of a distribution in liquidation 
of his interest in partnership assets. In this connection, it seems that only section 751(b) 
applies to liquidating distributions, although at first blush section 751(a) by its terms 
seems broad enough to encompass such distributions. Throughout the entire Subchapter 
the word “distributions” is used as something distinct and different from sales, exchanges, 
or transfers of partnership interests. Section 751(a) is headed Sale or exchange of 
interest in partnership, while section 751(b) is entitled Certain distributions treated as 
sales or exchanges. It therefore seems that section 751(a) was intended to cover only 
sales or exchanges of partnership interests made directly between a partner and others, 
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On the other hand, the application of the section is less clear in the case 
where the entire partnership completely liquidates and is terminated. In 
this case the partnership goes out of existence as a result of the distri- 
butions, and it is arguable that the section has no effect, since there can 
be no exchange “between the distributee and the partnership (as consti- 
tuted after the distribution),”’ as required by its terms. If this argument 
succeeds, each partner would receive the assets distributed to him and ac- 
count for gain or loss independently under the general principles control- 
ling distributions. In opposition to this argument, it may be pointed out 
that, as indicated above, the operation of the statute seems designed to tax 
each partner at the date of a distribution upon his share of unrealized re- 
ceivables and appreciated inventory passing out of the control of the part- 
nership. This design can be effectively implemented in this situation only 
if each partner is required to account for gain or loss on his proportionate 
share of such receivables and inventory items distributed to others in the 
liquidation. 

If this argument succeeds, section 751(b) must be applied to the dis- 
tribution to each individual distributee. Gain or loss with respect thereto 
attributable to the partnership will then be shared proportionately by all 
remaining partners whose interests are being simultaneously liquidated.?” 
It seems likely that this latter approach may be followed in cases of this 
kind, although the complications undoubtedly encountered in its adminis- 
tration may eventually prove to outweigh the desirability of closing what 
would seem to be a relatively minor tax loophole. 

Determining the application of the provisions of section 751(b) to cur- 
rent partnership distributions, that is, distributions to a partner which do 
not result in a reduction or termination of his interest in either capital or 
profits under the terms of the partnership agreement, presents a more ser- 
ious problem. It would seem that a current distribution of more than the 
distributee’s share of the value of the assets of one group should not ordi- 
narily result in an exchange by him of all or a portion of his interest in 
assets of the other group, since under the terms of the partnership agree- 
ment he will generally not have relinquished an interest in any particular 
type of partnership property as a result of the distribution. This is in con- 
trast to the distributee whose interest is liquidated and who gives up his 


whether partners or non-partners, while liquidating distributions apparently were intended 
to be controlled by section 751(b). 

107 A problem of a similar nature is presented when two partners withdraw simulta- 
neously with one or both receiving excessive shares of one group of assets or the other, 
resulting in a gain or loss to the partnership. Here again, the question remains whether it 
is the legislative policy to tax each distributee upon his share of partnership gain or 
loss resulting from the exchange under section 751(b). It seems likely that each distributee 
will be so taxed. 
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interest in all partnership property which he does not receive upon his 
retirement. 

This argument is supported by the reference in the Conference Commit- 
tee Report?’ to the fact that the gain or loss to the partnership is attribut- 
able to it “as constituted after the distribution, 1.e., to the partners other 
than the distributee.” This seems to indicate that the section was con- 
sidered inapplicable when the distributee continues to be a member of the 
partnership after the distribution. Also, the only example of the applica- 
tion of this section in the Committee Reports involves a distribution in 
liquidation.” In addition, the report of the Senate Finance Committee, in 
which the “proportionate share” concept originated, refers to the receipt 
of amounts in excess of that share as resulting in a sale to the partnership 
of his interest in the other group “to the extent that he relinquished such 
interest.”’17° 

In the absence of some specific agreement between the parties, there is 
no formal relinquishment by the recipient of a current distribution of any 
interest whatever in any particular asset remaining in the hands of the 
partnership following the distribution. On the other hand, the statute 
definitely establishes two different groups of. partnership assets, even 
though such grouping is not recognized by the parties. In addition, the 
legislative history seems clearly to indicate that at least in the absence of 
some special type of agreement the existence of an exchange under section 
751(b) is to be determined by reference to the proportionate shares of the 
parties in each of these two groups of assets. In the light of this statutory 
grouping and attribution to each partner of a proportionate share of each 
group, it probably will follow axiomatically that a distribution to one part- 
ner of assets in excess of his share of one group will cause a reduction in 
(or relinquishment of) a comparable amount of his share of the assets of 
the other group. 

This construction is consistent with the apparent intention of the legis- 
lature, as evidenced by the operation of section 751(b) in other situations, 
which is to tax non-distributee partners on their share of unrealized re- 
ceivables and appreciated inventory as such items are distributed, appar- 
ently in order to prevent such partners from distributing all of such re- 
ceivables or inventory to other partners and then selling out their own 
interests at a capital gain. A contrary construction of the section would 
make it possible to accomplish the proscribed result to a considerable de- 
gree, at least, by means of current distributions. 

108 H.R. Conr. Rep. No. 2543, op. cit. supra note 74, at 65. 


109 Sen. Rep. No. 1622, op. cit. supra note 10, at 404. 
110 Jd. at 402. 
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Note also the broad scope of section 751(b). If a current distribution is 
made to a distributee which consists only of his share of assets of one 
group, the statutory language clearly would require that the distribution 
be deemed to result in an exchange if the parties specifically agreed that 
such distribution would leave the distributee’s interest in that type of as- 
set unaffected. This language is so specific that it can hardly be ignored 
simply because the distribution is a current one. Therefore, it seems likely 
that the rather vague inferences in the legislative history of section 751(b) 
that the section applies only to liquidating distributions will probably be 
insufficient to prevent its application to current distributions, in the ab- 
sence of other additional factors. 

This same reasoning, coupled with the apparent treatment by the statute 
of any transfer of assets to a partner as either current or liquidating dis- 
tributions, as indicated above, also creates the definite possibility that cur- 
rent drawings by partners against anticipated profits will be considered 
current distributions for this purpose. However, as will be pointed out in 
the ensuing discussion of the problems encountered in applying section 
751(b), there appears to be at least one substantial, additional factor 
weighing against the application of the section to current distributions, in- 
cluding current drawings. This factor, discussed infra, is the burden 
created for partners generally, by making necessary the adoption of a com- 
plicated and vague system of accounting for interests in each group of 
assets with respect to each individual partner, and the unreasonable tax 
results imposed under such system by operation of the section. With re- 
spect to such current distributions, it may well be that although the section 
seems to apply, the serious complexities and unreasonable tax results ob- 
tained under the section may outweigh the desirability of closing what 
seems to be a relatively minor tax loophole. 








Searches, Seizures, and Self-Incrimination 


in Tax Cases 
NORMAN REDLICH 


Bhac to a proper enforcement of the tax laws is the power to compel 
the production of a taxpayer’s records.’ Basic to the existence of a free 
society are the constitutional provisions which protect an individual against 
compulsory self-incrimination® and unreasonable search and seizure.* Few 
will question the fundamental concept that the taxing power, like other 
federal powers, must conform to the principles and demands of the Bill 
of Rights. But the practical definition of these constitutional safeguards 
has long been a source of controversy between the Government and the 
taxpayer. In this respect the tax field is no different from: other areas of 
governmental activity. The problem is particularly acute in tax cases, how- 
ever, because the most readily available source of incriminating evidence 
is generally in the possession of the taxpayer. Anything which limits the 
Government’s ability freely to examine and use the taxpayer’s records 
throws a severe burden on the enforcement process. This discussion will 


NorMAN Repticu (A.B., Williams College; LL.B., Yale Law School) is a member 
of the New York Bar. 

1The Government’s right to examine and subpoena records is embodied in sections 
7602 and 7603 of the 1954 Code. These provisions are substantially the same as sections 
3614 and 3615 of the 1939 Code. For a discussion of the latter sections, see Note, Scope 
and Limitation of the Commissioner’s Power to Examine Records, 39 Va. L. Rev. 670 
(1953) ; Barnes, Inqutsitorial Power of the Federal Government Relating to Taxes, 28 
Taxes 1211 (1950) ; Lipton, Safeguarding Constitutional Rights in Tax Fraud Investiga- 
tions, 32 Taxes 263 (1954). 

2U.S. Const. AMEND. V. The literature on the Fifth Amendment is extremely broad. 
The following discussions are suggested for background reading: WicMorE, EvIDENCE 
§2250 ff. (3d ed. 1940); Impau, SeLr-INcRIMINATION (1950); Morgan, The Privilege 
Against Self-Incrimination, 34 Minn. L. Rev. 1 (1949) ; Pittman, The Colonial and Con- 
stitutional History of the Privilege Against Self-Incrimination in America, 21 VA. L. 
Rev. 763 (1935). This article relates only to federal tax cases. The same rules would 
not necessarily apply to state prosecutions. In Adamson v. California, 332 U. S. 46 
(1947), the Supreme Court held that the privilege against self-incrimination, embodied 
in the Fifth Amendment, is not made binding on the states by the Fourteenth Amend- 
ment. 

8U.S. Const. Amenp. IV. For background material on the constitutional protection 
against unreasonable search and seizure, see Fraenkel, Recent Developments in the Fed- 
eral Law of Search and Seizure, 33 Iowa L. Rev. 472 (1948) ; Rudd, Present Significance 
of Constitutional Guaranties Against Unreasonable Searches and Seizures, 18 U. oF CIN. 
L. Rev. 387 (1949). 
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analyze the efforts of the courts to reconcile the Government’s needs with 
the taxpayer’s rights. 


ArE Tax REcorDS PROTECTED BY THE CONSTITUTION ? 
THE “REQUIRED REecorps” DoctTRINE 


Until 1948 very few questioned the view that a taxpayer’s private rec- 
ords were protected by the Fourth and Fifth Amendments. A long line of 
cases defining these constitutional protections had operated on the unspoken 
assumptions that a taxpayer could not be forced to reveal incriminating in- 
formation,* and that such information could not be obtained by unreason- 
able methods.°® 

But the landmark case of Shapiro v. United States,® decided by the 
Supreme Court in 1948, struck at the foundation of these assumptions. 
Though not a tax case, it enunciated a doctrine that threatens to deprive 
the taxpayer of the key elements of constitutional protection. Shapiro had 
been convicted for making tie-in sales in violation of the Emergency Price 
Control Act. Section 202(g) of that Act provided that no person should 
be prosecuted as a result of compulsory testimony. This grant of immu- 
nity enabled the Government to elicit testimony with which to convict OPA 
violators, without becoming involved in a constitutional wrangle with the 
testifying witness. In the Shapiro case, however, the Government used 
this testimony against the witness in a subsequent prosecution even though 
it was given under the promise of immunity. The defendant argued that 
this procedure violated his rights under the Fourth and Fifth Amend- 
ments. Rejecting this argument, the Supreme Court, in a five-to-four deci- 
sion, held that the privilege against self-incrimination did not cover records 
kept for OPA purposes. It reasoned that the Congressional grant of immu- 
nity applied only to testimony which the witness had a right to withhold ;* 


4Internal Revenue Agent v. Sullivan, 287 Fed. 138 (W.D.N.Y. 1923) (compulsory 
production of income records of one who is under indictment on other grounds held to 
violate his rights under Fifth Amendment) ; Gouled v. United States, 255 U.S. 298 (1921) 
(tax records obtained by stealth held inadmissible). See Nicola v. United States, 72 F.2d 
780 (3d Cir. 1934). 

5 See notes 68 through 73 infra. United States v. Cooper, 288 Fed. 604 (E.D. Iowa 
1923) (in criminal case Government cannot use tax records obtained by agents only for 
civil purposes) ; Gouled v. United States, supra note 4. 

6 335 U.S. 1 (1948). The Shapiro case has been widely discussed. See, e.g., Note, 24 
N.Y.U.L.Q. Rev. 235 (1949) ; Note, 47 Micn. L. Rev. 271 (1948); Meltzer, Required 
Records, the McCarran Act, and the Privilege Against Self-Incrimination, 18 U. or Cut. 
L. Rev. 687 (1951). 

7 Despite the clear statutory language granting immunity, the Supreme Court in the 
Shapiro case concluded that Congress was merely reenacting the Compulsory Testimony 
Act of 1893. This Act was meant to apply only to testimony that the witness had a con- 
stitutional right to withhold. It was this statutory authorization that Frankfurter, J. 
vigorously attacked in his dissenting opinion (335 U.S. at 36). 
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an individual had no right to withhold records which the law required him 
to keep; and since the statute required businesses to maintain sales rec- 
ords, the Congressional grant of immunity did not apply and their use as 
evidence by the Government did not deprive the taxpayer of his constitu- 
tional rights. The only limitation imposed by the Court on the power of 
Congress to require the keeping of records and their consequent removal 
from constitutional protection was that the “basic activity” be a valid 
subject of Congressional regulation. 

The sweeping language of the Shapiro case at once suggested the pos- 
sibility that records kept for tax purposes were as vulnerable to Govern- 
ment scrutiny as were records kept for OPA purposes. Many commenta- 
tors have asserted that the Shapiro rationale covers taxpayers’ records in- 
asmuch as section 6001 of the 1954 Code requires that records be kept for 
the purpose of showing whether a taxpayer is liable for the payment of 
taxes. In Falsone v. United States,® decided in 1953, the Fifth Circuit 
Court held that an accountant in possession of his client’s records must 
reveal them. Instead of relying on the traditional argument that the claim 
against self-incrimination can be invoked only by the taxpayer himself,’® 
the Court in the Falsone case cited the Shapiro case as precedent for the 
broad statement that books and papers of a taxpayer are not privileged. 

Before extending the required records doctrine to tax cases, however, 
the courts should seriously consider the implications of so drastic a limita- 
tion on the use of the Fourth and Fifth Amendments. The Shapiro case 
itself was a questionable extension of a doctrine that had hitherto been 
applied primarily to records and occupations of a quasi-public nature. As 
indicated in Justice Frankfurter’s long and vigorous dissent, the applica- 
tion of the required records doctrine to OPA records" rested on extremely 
dubious authority. Chief Justice Vinson’s majority opinion relied almost 
exclusively on dicta from an earlier Supreme Court case, Wilson v. United 
States.’* Admittedly, there is a long series of cases holding that “quasi- 
~ 8 Meltzer, The Privilege Against Self-Incrimination and Required Income Tax Records, 
30 Taxes 45 (1952); Note, Tax Fraud and Self-Incrimination, 3 Syracuse L. Rev. 339 
(1952). 

9205 F.2d 734 (5th Cir. 1953) ; Note, 32 Texas L. Rev. 453 (1954). 

10 See notes 37 through 41 infra. 

11 Other cases before the Shapiro case had applied the required records doctrine to 
OPA records. See Bowles v. Joseph Denunzio Fruit Co., 55 F.Supp. 9 (W.D. Ky. 1944) ; 
Bowles v. Beatrice Creamery, 146 F.2d 774 (10th Cir. 1944). See also District Court 
opinion in Bowles v. Beatrice Creamery, 56 F.Supp. 805 (D. Wyo. 1944). 

12221 U.S. 361 (1911). The Wilson case simply held that corporate records were not 
protected by the Fifth Amendment. The Court went on to say that the immunity provi- 
sion of the Compulsory Testimony Act of 1893 did not apply to records which are 
“required by law to be kept.’ Jd. at 380. The Supreme Court in the Shapiro case adopted 
a literal reading of this dicta and held that the “required” keeping of a record was suffi- 
cient to make it non-privileged. 
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public” records are not privileged,’* and this category includes such records 
as coroners’ inquests,** liquor sales,’® and transactions involving harmful 
drugs.?® The removal of such records from constitutional protection was 
justified by the theory that the individual was acting merely as a repository 
for information which in fact was public knowledge.** According to this 
view, such quasi-public records are not the property of the custodian and 
therefore do not entitle their possessor to constitutional protection. An- 
other explanation for the rule was that certain occupations, like traffic in 
drugs or selling of liquor, could be banned entirely by the Government, and 
therefore as a condition of entering such occupations, an individual must 
waive his constitutional rights.** But neither these arguments nor the cases 
justify the broad holding of the Shapiro case that a “required” record 
automatically becomes a “public” record and therefore subject to unre- 
stricted scrutiny. If, in order to remove records from the protection of the 
Fourth and Fifth Amendments, the Government need only require that 
they be kept, there would be little remaining to these time-honored con- 
cepts.?® 

Fortunately, there has been a marked reluctance on the part of the Gov- 
ernment and the courts to extend the required records doctrine of the 
Shapiro case into the tax field or other areas of private activity. Although 
the constitutional status of a taxpayer’s records has been the subject of 


13 See cases cited in Note, supra note 8, n. 19; Murphy, The Privilege Against Self- 
Incrimination in ProceepINGS OF NEw YorK UNIVERSITY ELEVENTH ANNUAL INSTITUTE 
ON FEepERAL TAXATION 737-745 nn. 39 through 44 (1953). 

14 People v. Coombs, 158 N.Y. 532 (1899). 

15 People v. Hennwood, 123 Mich. 317 (1900). 

16 State v. Davis, 68 W.Va. 142 (1910). 

17 See Wilson v. United States, 221 U.S. 361 (1911); State v. Donovan, 10 N.D. 203 
(1901). In holding that a register of liquor sales by a druggist shall be open for public 
inspection, the Court held that it was the “property of the state and not of the citizen, 
and is in no sense a private memorandum.” 

18 See Note 24 N.Y.U.L.Q. Rev. 235 (1949) ; United States v. Rabicoff, 55 F.Supp. 88 
(W.D. Mo. 1944). See Frankfurter’s dissenting opinion in the Shapiro case, 335 U.S. 
at 65. 

19 Under the Internal Security Act of 1950, for example, certain organizations may be 
designated as Communist-Action groups. Members of these organizations are subjected 
to certain legal disabilities. To enforce this statute Congress could provide that everyone 
keep records of the organizations to which he belongs. Such a requirement would appear 
valid by the sweeping language of the Shapiro case, which demands only that there be 
“a sufficient relation between the activity sought to be regulated and the public concern.” 
The Shapiro rationale would then remove from constitutional protection all information 
which is “required” to be kept about membership in organizations. There is little doubt 
that statutes requiring the production of records are constitutional. See Grange Lumber 
Co. v. Henneford, 185 Wash. 180 (1936); Falsone v. United States, 205 F.2d 734 (5th 
Cir. 1953). But this rule does not justify the conclusion that such records must be pro- 
duced regardless of the privilege against self-incrimination. In the Grange Lumber Co. 
case, supra, the Court reserved for the appellant the right to claim the Fifth Amendment, 
saying, “That we cannot determine in the absence of a specific instance.” 
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much recent litigation,”® it is significant that with few exceptions” the 
courts have operated under the same assumption as existed before the 
Shapiro case, viz., that there does exist an area of constitutional protec- 
tion for a taxpayer’s records. Until the Supreme Court clarifies its posi- 
tion, however, any discussion of a taxpayer’s constitutional rights must 
consider the possibility that perhaps the Shapiro case has made the subject 
obsolete. On the assumption that the required records doctrine will not be 
extended to the tax field, we turn to a discussion of the broader constitu- 
tional issues. 


LIMITATIONS ON THE GOVERNMENT'S RIGHT 
TO OBTAIN INFORMATION 


In the tax field, problems relating to self-incrimination and unreason- 
able search arise in two distinct situations. In one case, the Government 
seeks to elicit information and the taxpayer resists; in another, the Gov- 
ernment already possesses the information and the taxpayer seeks to re- 
strict its use as evidence. 

The privilege against self-incrimination. In the first situation described 
above, the taxpayer’s most powerful weapon is the privilege against self- 
incrimination embodied in the Fifth Amendment.”? While lawyers differ 
over the wisdom of invoking the privilege,”* there is little doubt that the 
taxpayer who fears criminal prosecution is able to withhold a consider- 
able amount of information from the Government. 

The privilege is really misnamed. As interpreted by the courts, it is the 
privilege against the “tendency” to incriminate. The oft-stated rule is that 
information can be withheld if there is a reasonable probability that it 
might furnish a link in a chain of evidence which could subject the tax- 
payer to criminal prosecution.** The information need not be of such im- 
port as to raise the likelihood of conviction. “It is enough to wake the 
privilege into life,” said Justice Cardozo, “that there is a reasonable possi- 

20 F.g., United States v. Guerrina, 112 F.Supp. 126 (E.D.Pa. 1953) ; Montgomery v. 
United States, 203 F.2d 887 (5th Cir. 1953) ; United States v. Wolrich, 119 F.Supp. 538 
(S.D.N.Y. 1954); United States v. Lipshitz, 117 F.Supp. 466 (E.D.N.Y. 1954). 

21 Falsone v. United States, 205 F.2d 734 (5th Cir. 1953). 

22 For a discussion of the tax aspects of the privilege against self-incrimination, see 
Note, supra note 8; Murphy, op. cit. supra note 13; Lipton, supra note 1. 

23 Balter, Should Your Client “Cooperate” When Charged with Tax Fraud? 29 Taxes 
290 (1950); Platt, Cooperation Versus Non-Cooperation in Tax Fraud Cases in Pro- 
CEEDINGS OF NEw York University TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
1305 (1952); A.L.I., ProcepureE BerorE THE BuREAU OF INTERNAL REVENUE 115-127 
(2d ed. 1953). 

24 WicMoRE, op cit. supra note 2 §2260. Perhaps the earliest federal statement of the 
rule is found in United States v. Burr, 25 Fed. Cas. 38 (1807). See Blau v. United States, 
340 U.S. 159 (1950). 
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bility of prosecution.’*° Under this rule a taxpayer may refuse to reveal 
his assets*® or the source of his income.** He can withhold any document 
describing any transaction which might raise the possibility of a prosecu- 
tion for fraud. Under certain conditions he may refuse to disclose his busi- 
ness relations with another taxpayer who is under criminal investigation.” 

Nor need the fear of incrimination be confined to tax matters. If the 
disclosure of his records would subject him to another type of criminal 
liability, such as fraud in the execution of a contract, the privilege is avail- 
able.*® The taxpayer must, in all cases, however, file a return and indicate 
the amount of income he has received.*® He can thereafter refuse to fill in 
particular items on the return and may invoke the privilege when, in a 
subsequent investigation, he is called upon to explain his failure to answer. 

The taxpayer, however, is not the ultimate judge of what will tend to 
incriminate. If the taxpayer refuses to complete a return or comply with 
a subpoena under section 7602, the Government may seek a court order to 
compel compliance.** At this point a district judge will hear the taxpayer's 
argument that the evidence will tend to incriminate. 

At one point in the tax enforcement process the taxpayer’s privilege 
against self-incrimination develops into an absolute right to refuse to an- 
swer any questions or provide any record, i.e., when he becomes a defend- 
ant in an action for fraudulent evasion of the income tax. The point at 
which a suspect becomes a defendant has been a frequent issue of con- 


25 Doyle v. Hofstader, 257 N.Y. 244, 256 (1931). 

26 United States v. Vadner, 119 F.Supp. 330 (E.D.Pa. 1954). 

27 Steinberg v. United States, 14 F.2d 564 (2d.Cir. 1926). 

28 United States v. Gildea, 1954 CCH {9376 (D.Mass. 1953) (defendant upheld in 
refusal to answer questions about business relations with another taxpayer under investi- 
gation where possibility existed that defendant might have offered illegal bribe to taxpayer). 

29 Internal Revenue Agent v. Sullivan, supra note 4 (taxpayer could withhold records 
on ground that indictment was pending against him for defrauding the Government and 
the information might be used against him in that proceeding). Until recently it was 
generally agreed that a person could not claim the privilege in a federal proceeding if he 
feared prosecution under state law. United States v. Murdock, 284 U.S. 141 (1931). Ina 
recent Supreme Court case, Adams v. Maryland, 347 U.S. 179 (1954), the Court was 
called upon to interpret a federal statute which provides that no testimony given by a 
witness before a Congressional committee may be used as evidence in a subsequent crimi- 
nal proceeding “in any court.” The Court held that “any court” means state courts as 
well as federal courts. The Court has thus conferred on Congress the power to grant 
immunity from state prosecution. Any grant of immunity which falls short of this protec- 
tion would be invalid under Counselman vy. Hitchcock, 142 U.S. 547 (1892). Therefore, 
if the breadth of the Fifth Amendment includes protection from state prosecution, it 
would appear that fear of state prosecution would entitle a witness to invoke the :privi- 
lege in a federal proceeding. The ambiguous language of the Adams case, in regard to 
the Fifth Amendment leaves this question open at the present time. 

80 United States v. Sullivan, 274 U.S. 259 (1927) 

31 T.R.C. §6704 (1954). 
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tention in criminal law.** This is equally so in the tax field where the civil 
and criminal aspects of a proceeding tend to merge imperceptibly into one 
another, often without the taxpayer’s knowledge.** Certainly, when an 
information has been filed, the privilege would appear to be absolute.** Be- 
fore a grand jury a taxpayer may refuse to answer all questions if there 
is a reasonable basis for belief that he is the person against whom the in- 
dictment is being sought.*° Unless this can be shown, the witness may be 
called, must answer all non-incriminating questions, and need not be in- 
formed of his constitutional rights.*°* Whether the presence of a special 
agent at an audit justifies a complete refusal to answer questions or yield 
records is not clear. The prevailing view is that at this point the proceed- 
ing is in the fact-finding stage, and the taxpayer cannot be considered a 
defendant in a criminal case.** In such a situation taxpayers generally rely 
on their right to refuse to disclose a particular piece of evidence rather 
than on their possible right to refuse to cooperate at all. 

A severe restriction on the use of the Fifth Amendment is the require- 
ment that the privilege is available only to those who may be incriminated 
by the disclosure. The taxpayer, therefore, is the only person who can re- 
fuse to give incriminating information about himself. Third parties, such 
as banks®? or people with whom taxpayer does business,** cannot base a 
refusal to answer on the fact that the testimony might incriminate the tax- 
payer. Accountants® or stockbrokers*® may be compelled to yield records 
in their possession ; only if such records tend also to incriminate the third 
party can the privilege be asserted. Even then the documents sought to be 


32 United States v. Price, 163 Fed. 904 (S.D.N.Y. 1908); Re Lemon, 15 Cal.App. 82 
(1936). 

83 See description in A.L.I., op. cit. supra note 23, at 115-127; Lipton, supra note 1. 
See cases cited in notes 95 through 99 infra, where the taxpayer’s lack of knowledge of 
the criminal aspects of the investigation was the principal argument in each case. 

84 United States v. Lawn, 115 F.Supp. 674 (S.D.N.Y. 1953) ; United States v. Miller, 
80 F.Supp. 979 (E.D.Pa. 1948). 

35 When such a “reasonable basis” exists is, of course, a difficult question of fact. In 
cases involving alleged Communists, the courts have often been reluctant to admit that 
an indictment was actually being sought. See Boudin, The Constitutional Privilege in 
Operation, 12 Law. Guitp Rev. 128, 139 (1952). 

358 United States v. Klein, 1954 CCH 99604 (S.D.N.Y. 1954). 

36 Murphy, op. cit. supra note 13, at 739-740. 

37 First National Bank v. United States, 160 F.2d 532 (5th Cir. 1947) ; Farmers and 
Mechanics National Bank v. United States, 11 F.2d 348 (3d Cir. 1926) ; United States v. 
First Nat. Bank, 295 Fed. 142 (S.D.Ala. 1924). See discussion in Barnes, supra note 1. 

88 See United States v. Gildea, supra note 28. 

89 See note 51 infra. 

40 McMann v. Securities and Exchange Commission, 87 F.2d 377 (2d Cir. 1937). This 
case is the accepted view, although one court experimented with a contrary position 
(Zimmerman y. Wilson, 81 F.2d 847 (3d Cir. 1936)). This opinion was later overruled 
(105 F.2d 583 (3d Cir. 1939)) to conform to the McMann case. 














withheld must be the property of the third party or the claim of privilege 
will fail on the ground that a person cannot withhold that which is not 
his. In none of these situations can the taxpayer who is the object of in- 
vestigation prevent the third party from turning over the records.** 

A direct corollary of the personal nature of the privilege is the rule that 
corporations may not invoke it. Having created the corporation, the state 
is deemed to have reserved the power to inquire into its activities.** His- 
torically, the privilege is an outgrowth of English and American hostility 
toward forced testimony by an individual against himself.** The prospect 
of an inanimate corporate body being forced to testify against itself has 
not evoked a similar response. Therefore, a corporation which is party to 
a reorganization must reveal the names of all stockholders so that the Gov- 
ernment can check the way in which the stockholders treated the trans- 
action for tax purposes.** Corporate officers cannot withhold corporate 
records held in an official capacity.*° This rule applies even if the taxpayer 
is the sole stockholder and director of corporate activities.*® 

On the other hand, a person does not lose his constitutional protection 
as an individual merely by becoming a corporate officer.*’ He may refuse 
to divulge his purely personal records and may also refuse to give oral 
testimony which tends to incriminate him as an individual.*® In a case 
where an information had been filed against a corporate officer and the 


41 McMann v. Securities and Exchange Commission, supra note 40; Note, Scope and 
Limitation of the Commissioner’s Power to Examine Records, 39 Va. L. Rev. 670 (1953). 
But see note 53 infra. , 

42 Wilson v. United States, supra note 17: Hale v. Henkel, 201 U.S. 43 (1906). 

43 WIGcMoRE, op. cit. supra note 2 §2250. 

44 Miles v. United Founders Corp., 5 F.Supp. 413 (D.N.J. 1933). In a situation of 
this kind the corporation’s only defense would be the contention that the search was 
unreasonable in that it did not relate to the tax liability of a particular taxpayer. 

45 Wilson v. United States, supra note 17; Hale v. Henkel, supra note 42. Corporations 
may object to unreasonable searches and seizures, but the privilege against self-incrimi- 
nation has always been held to apply to individuals only. Essgee Co. v. United States, 
262 U.S. 151 (1923); Morgan, supra note 2, at 34-38. The rule of the Wilson case, 
under which corporate officers must produce corporate records, also applies to unincorpo- 
rated groups such as labor unions. Thus, a labor union official in possession of documents 
held in a representative capacity cannot withhold them on the ground that they might 
incriminate him. United States v. White, 322 U.S. 694 (1944). See discussion of this case 
note 51 infra. 

46 United States v. Hoyt, 53 F.2d 881 (S.D.N.Y. 1931); Fuller v. United States, 31 
F.2d 747 (2d Cir. 1929). 

47 When acting in a corporate capacity a person may not refuse to reveal corporate 
records, but a corporate officer may refuse to testify about his own actions which might 
subject him to criminal prosecution. He cannot, however, refuse to testify on grounds that 
his testimony might incriminate the corporation. Only fear of personal incrimination will 
justify the refusal to testify. For a recent discussion of this problem, see United States 
v. Field, 193 F.2d 109 (2d Cir. 1951). 

48 McAlister v. Henkel, 201 U.S. 90 (1906); Fuller v. United States, supra note 46. 
See United States v. White, supra note 45. 
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Government sought to question him further about his activities as an offi- 
cer, it was held that he could invoke his privilege as a defendant and refuse 
to answer any questions, whether or not they were of an incriminating 
nature.*® Courts from time to time have indicated that there are limita- 
tions on the general rule that corporate officers must produce all corporate 
records,” but no clear idea of these limitations emerges from the cases. 
A taxpayer who seeks to withhold corporate information on the ground 
that it may incriminate him as an individual treads on very thin legal ice 
unless the testimony is oral. Even a corporate officer who, as a defendant, 
has earned the right of absolute silence, would nevertheless have to produce 
corporate records in his possession. 

The personal nature of the privilege is extremely significant when 
viewed in relation to the taxpayer’s tax consultants. Lawyers may rely on 
the attorney-client privilege in refusing to yield records in their possession. 
Accountants, however, are not similarly privileged and courts have gen- 
erally held that an accountant can be forced to turn over all of his client’s 
records.*? An accountant may, of course, refuse to testify against himself 
but the privilege must be asserted for himself and not the client. The 
accountant’s own records may be withheld but, as with oral testimony, only 
if they might incriminate the accountant. 

It has been suggested that taxpayers should not turn over their records 
directly to an accountant but should arrange instead to have the account- 
ant act as an agent of the lawyer.®? In view of the close relationship be- 
tween taxpayer and accountant in the tax field and the nature of the rec- 
ords which accountants must have in their possession if they are to prepare 
returns, it would appear that some basis should be found for permitting a 


49 United States v. Lawn, supra note 34. 

50 Jd.; Healey v. United States, 186 F.2d 164 (9th Cir. 1950) ; United States v. Daisart 
Sportswear, 169 F.2d 856, 861-862 (2d Cir. 1948). An example is the following passage 
from In re Verser-Clay Co., 98 F.2d 859, 861 (10th Cir. 1938): “. . . It may be true that 
there is something in the corporate books and documents that shows personal acts of 
Clay [the witness] that tend to incriminate him. If so, he had an opportunity to present 
them to the District Judge and ask that he be protected in his Constitutional rights.” 

51 E.g., In re Wolrich, 84 F.Supp. 481 (S.D.N.Y. 1949); Falsone v. United States, 
supra note 21. An accountant need not testify orally against himself provided he claims 
the privilege for himself and not his client. As for documents, the privilege extends to 
the accountant’s private papers. Anything belonging to the client which is held by the 
accountant as custodian, such as minute books, stock transfer books, or old records, 
cannot be withheld. “Moreover, the paper and effects which the privilege protects must 
be the private property of the person claiming the privilege, or at last in his possession 
in a purely personal capacity.” United States v. White, supra note 45, at 699. Neither 
Murphy, J., who wrote the White opinion, nor any other case, has defined the phrase 
“purely personal capacity.” An accountant’s worksheets are probably protected, as are a 
stockbroker’s own records of sales, if they tend to incriminate the accountant or stock- 
broker, as the case may be. 

52 A.L.I., op. cit. supra note 23, at 102, n. 117; Balter, supra note 23. 
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taxpayer to prevent his accountant from revealing incriminating evidence. 
Such a rationale has recently been suggested in a New York case™* where 
an individual was permitted to squash a subpoena duces tecum directed to 
his accountant, on the ground that the accountant held the documents as 
the agent of the client. This created a sufficient basis for the assertion of 
the privilege. 

As in other areas of law, the tax field has had to deal with the complex 
question of waiver.** Since the privilege against self-incrimination must 
be specifically claimed, it may also be waived. The situation occasionally 
arises where a taxpayer refuses to give information concerning a particu- 
lar transaction, only to be told that he has waived his privilege. This results 
from the established rule that a witness who reveals an incriminating fact 
must give all information relating directly to the incriminating testi- 
mony.” As an example, a taxpayer who reveals the receipt of unreported 
income cannot refuse to divulge the source of that income.** Theoretically, 
testimony compelled under such circumstances will not further incrimi- 
nate the witness, since he has incriminated himself by his earlier testi- 
mony.” Furthermore, when the taxpayer is the defendant in a criminal 
case for tax evasion, by voluntarily taking the stand to deny his guilt he 
waives his privilege and opens the way for all questions bearing on his 
guilt or innocence.*® 


53 Application of Ryan, 281 App.Div. 953, 120 N.Y.S.2d 110 (1st Dep’t, 1953), rev'd 
on procedural grounds, 306 N.Y. 11 (1953). Note, 29 N.Y.U. L. Rev. 745 (1954). 

54 See Note, Privilege Against Self-Incrimination in Federal Grand Jury Proceedings, 
38 Cauir. L. Rev. 924, 930-931 (1950) ; Wicmore, op. cit. supra note 2 §§2275 through 
2278. 

55“. . . [The ordinary witness] may waive his privilege . . . by exercising his option 
of answering; this is conceded. Thus, the only inquiry can be whether, by answering as 
to fact X, he waived it for fact Y. If the two are related facts, part of a whole fact 
forming a single relevant topic, then his waiver as to a part is a waiver as to the remain- 
ing parts.” WicMorE, op. cit. supra note 2 §2276. See United States v. St. Pierre, 132 
F.2d 837 (2d Cir. 1942) ; Rogers v. United States, 340 U.S. 367 (1951). For a recent tax 
case involving a waiver problem, see Marienfeld v. United States, 1954 CCH 9489 
(8th Cir. 1954). 

56 Unless, of course, revealing the source will tend to link the taxpayer with another 
crime. See Camarota v. United States, 111 F.2d 243 (3d Cir. 1940) (in compelling a 
witness to state whether a sale had been made, the Court indicated that he could refuse 
to answer questions concerning receipts). 

57 Few problems are more perplexing than the question whether an earlier statement 
constitutes a waiver as to subsequent questions. See United States v. Rogers, supra note 
55; United States v. St. Pierre, supra note 55 (particularly the dissent of Frank, J.); 
United States v. Nelson, 103 F.Supp. 215 (D.C. 1952) (admission to membership in 
Communist Party does not constitute waiver with respect to activities and associates 
within the Party). 

58 It is not clear what the taxpayer’s rights would be if he testifies merely as to certain 
matters but does not assert his innocence. Professor Wigmore states that a defendant 
who takes the stand waives the privilege as to all facts concerning guilt or innocence: 
“The result is, then, that the accused, as to all facts whatever (except those which merely 
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The waiver rule is designed to achieve fairness in adversary litigation, 
since it is feared that a witness who reveals only part of an incriminating 
fact and is then permitted to stop talking on the ground of possible self- 
incrimination, is given an unfair advantage over his opponent.” In civil 
litigation this argument carries much weight, but it has fallen under in- 
creasing criticism in cases where the Government is a party, such as crimi- 
nal cases, grand jury proceedings, and particularly Congressional investi- 
gations. Some observers have accused the courts of using the waiver rule 
to undermine a witness’ right of silence, for it is often impossible for a 
witness to ascertain correctly whether an earlier statement constitutes 
waiver of the privilege. 

During the preliminary stages of tax investigation the question of 
waiver rarely arises. Revenue agents generally permit a taxpayer to with- 
hold any information that tends to incriminate even though there may 
have been a technical waiver. If records are subpoenaed and the taxpayer 
chooses to reveal part but not all of a particular transaction, the question 
of waiver may be posed. It should be remembered that in regard to both 
oral and documentary evidence, testimony at an earlier proceeding will 
not prevent the taxpayer from refusing to testify about the same material 
at a later proceeding.® Thus, if a taxpayer testifies before the Tax Court, 


impeach his credit and therefore are not related to the charge in issue), has signified his 
waiver by the initial act of taking the stand.” WuicMorE, op. cit. supra note 2 §2276(2). 
There is some broad language in the cases to support this view. See, e.g., Bolling v. 
United States, 18 F.2d 863, 865 (4th Cir. 1927) (“. .. in our opinion the weight of 
authority holds that, where the accused in a criminal trial voluntarily takes the stand, 
he is a witness for all purposes, and can be properly cross-examined upon all material 
matters connected with the particular case.”) But in the federal courts, at least, it is 
doubtful whether the cases would sustain Professor Wigmore’s position. Myrick v. 
United States, 219 Fed. 1 (ist Cir. 1915) (limiting cross-examination to facts covered 
by the direct examination). While not passing directly on this issue, the Supreme Court 
has indicated that in testifying the defendant is in no worse position than any other 
witness. E.g., Caminetti v. United States, 242 U.S. 470, 493 (1917); “. . . where a 
defendant elects to go upon the witness-stand and testify, he then subjects himself to 
the same rule as that applying to any other witness. . . .” See also Finnegan v. United 
States, 204 F.2d 105 (8th Cir. 1953) : “Having taken the witness stand in his own behalf, 
he waived his Constitutional privilege of silence and the government had the right to 
cross-examine him upon his testimony in chief with the same latitude that would be 
permissible in the case of an ordinary witness.” It would appear that a defendant who 
volunteers information but does not testify as to guilt or innocence may be cross-exam- 
ined only with respect to matters covered in his direct examination. 

59 This traditional argument for the waiver rule is set forth in Foster v. People, 18 
Mich. 266 (1869) ; Commonwealth v. Price, 76 Mass. (10 Gray) 472 (1858). See Note, 
61 Yale L.J. 105, 108 (1952). 

60 See dissenting opinion of Black, J. in Rogers v. United States, 340 U.S. 367, 443 
(1951) ; dissenting opinion of Frank, J. in United States v. St. Pierre, supra note 55, at 
840; Boudin, supra note 35; Note, supra 59. 

61 Jn re Neff, 206 F.2d 149 (3d Cir. 1954) (testimony by a witness before grand jury 
does not prevent witness from asserting privilege when called as a witness in a subse- 
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he may claim the privilege in a subsequent fraud investigation concerning 
the same substantive facts.®* His earlier testimony may be used against him 
as a voluntary admission,® but it will not constitute a waiver as to a later 
proceeding. Similarly, despite testimony given by a taxpayer during a 
preliminary investigation, he may refuse to answer during a trial for tax 
evasion. Only his voluntary testimony at the trial will act as a waiver of 
the privilege and subject him to further questioning. 

Search and seizure. In general the problems of search and seizure are 
no different in the tax field than in other areas of criminal law.®* Un- 
like the privilege against self-incrimination, immunity from unreasonable 
search and seizure extends to corporations.® This constitutional defense 
has frequently been employed by corporations when the Government’s de- 
mand for information assuuies the nature of a “fishing expedition.” 

When dealing with the taxpayer himself, the Commissioner’s power 
to examine records is extremely broad by virtue of the statutory author- 
ization to examine records “for the purpose of ascertaining the correct- 
ness of any return.” Although this standard is broad, it does limit the 
Government’s investigation to the year of tax liability in question® and 
prevents inspection of records for years barred by the statute of limi- 
tations.*° The taxpayer’s constitutional protection against unreasonable 


quent trial) ; United States v. Malone, 111 F.Supp. 37 (N.D.Cal. 1953) (privilege of 
witness against self-incrimination not waived by previous testimony on same subject in 
previous criminal prosecution) ; Marcello v. United States, 196 F.2d 437 (5th Cir. 1953) 
(witness does not lose privilege to refuse to answer questions before Senate crime com- 
mittee because of earlier testimony to F.B.I. agent). 

62 United States v. Vadner, supra note 26. 

63 McDowell v. State, 78 Ga.App. 487 (1949); Czarlinsky v. United States, 54 F.2d 
889 (10th Cir. 1931) (on prosecution for using mails to defraud, defendant’s bankruptcy 
schedules filed in earlier bankruptcy proceeding may be used against him as an admis- 
sion) ; Reichert v. Comm’r, 214 F.2d 19 (7th Cir. 1954) (testimony given before grand 
jury may be used in subsequent trial of taxpayer). 

64 The broad question of what constitutes an unreasonable search is beyond the scope 
of this article. The use that can be made of illegally obtained evidence, the question of the 
necessity of a search warrant under various conditions, the permissible inroads on an 
individual’s privacy are questions that have been treated in many discussions on the 
Fourth Amendment. This paper will attempt to pinpoint the problems which occur most 
frequently in the tax field. 

65 Fleming v. Montgomery Ward & Co., 114 F.2d 384 (7th Cir. 1940); Bowles v. 
Joseph Denunzio Fruit Co., 55 F.Supp. 9 (W.D.Ky. 1944). 

66 United States v. First National Bank of Mobile, supra note 37 (bank need not reveal 
all transactions with third parties in order that Government might pick out transactions 
between bank and taxpayer) ; McDonough v. Lambert, 94 F.2d 838 (1st Cir. 1938) (cor- 
poration’s treasurer need not produce records pertaining to a check because order: pre- 
tained to an unknown person and not to a particular tax return). 

67 ].R.C. §7602 (1954). 

68 Pacific Mills v. Kenefick, 99 F.2d 188 (1st Cir. 1938). 

69 Martin v. Chandis Securities Co., 33 F.Supp. 478 (S.D.Cal. 1940), aff’d, 128 F.2d 
731 (9th Cir. 1942). Where fraud is involved, there is a six-year statute of limitations, 
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search and seizure is probably co-extensive with his rights under section 
7605(b) of the 1954 Code,” which bars “unnecessary examination or in- 
vestigations.” Under this section the information sought must be perti- 
nent to the taxpayer’s liability and cannot involve the revelation of names 
or information which throws no light on the taxpayer’s potential tax lia- 
bility. In In re International Corporation,” for example, a taxpayer, in 
the business of assisting lawyers to reorganize corporations, was compelled 
to give the names of the lawyers with whom it had done business but 
could withhold the names of the corporations reorganized. The “fishing 
expedition defense,’ however, will not prevent the examination of all 
“books and papers showing the receipt or expenditure of money by the 
taxpayer... .”’? From a practical standpoint, if the Government confines 
its inquiry to the year in question, there is little of a non-incriminating 
nature that the taxpayer can withhold. 

When third parties are directed to produce records, however, there is 
a greater likelihood that the “fishing expedition” defense will prevail. In 
May v. Davis,” for example, the Court refused to force a bank to reveal 
the names of all trust beneficiaries, on the ground that the information 
sought was strictly exploratory. There must usually be some relationship 
between the information sought and the tax liability of a particular indi- 
vidual. Despite these rules, one finds cases where an extremely broad search 
is permitted, as in Miles v. United Founders,"* where a corporation, which 
was party to a reorganization, was compelled to give the names of all its 
stockholders so that the Government could explore the tax consequences 
of the transaction to the stockholders. 

In the third party situation, there is little that the taxpayer can do to 
prevent search, unless he can establish an agency relationship with the 
person in possession of the information.” In the absence of such relation- 


and an investigation may be made within that time. Jn re Andrew’s Tax Liability, 18 
F.Supp. 804 (D.Mich. 1937). There has been much discussion concerning the amount of 
fraud necessary to permit examination of years otherwise barred by the statute of limi- 
tations. See Note, supra note 41, at 675-676; In re Brooklyn Pawnbrokers, Inc., 39 
F.Supp. 304, 305 (E.D.N.Y. 1941); Schulman v. Dunlap, 105 F.Supp. 104 (S.D.N.Y. 
1952) ; Note, 1 Kans. City L. Rev. 371 (1953). 

70 Formerly section 3631 of the 1939 Code. See Note, supra note 41. 

715 F.Supp. 608 (S.D.N.Y. 1934). 

72 Td. at 611. 

737 F.Supp. 596 (W.D.Pa. 1934). 

745 F.Supp. 413 (D.N.J. 1933). 

75 Thus, a corporation may object to an officer’s turning over information on grounds 
of unreasonable search (Jn re International Corp., 5 F.Supp. 608 (S.D.N.Y. 1934)), 
and a corporate officer is entitled to claim the protection of the Fourth Amendment on 
behalf of the corporation (McDonnough v. Lambert, supra note 66). See also Applica- 
tion of Ryan, supra note 53. 
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ship, the taxpayer is bound by the rule that one person cannot object to 
the unreasonable search of someone else.”® 


TAXPAYER’S RIGHT TO SUPPRESS EVIDENCE IN 
GOVERNMENT’S POSSESSION 


More important in practical terms than the taxpayer’s right to withhold 
evidence is his right to suppress certain evidence which the Government 
already has. The right of the taxpayer to suppress damaging evidence is 
based primarily on the leading case of Boyd v. United States,” decided 
by the Supreme Court in 1886. That case involved the constitutionality 
of a customs statute requiring the compulsory production of business rec- 
ords. Failure to produce the records was to be considered an admission 
of the Government’s allegations. In what is still considered the leading 
judicial analysis of the relationship between the Fourth and Fifth Amend- 
ments, the Court held that a person compelled to produce incriminating 
evidence is the victim of an unreasonable search within the meaning of 
the Fourth Amendment and the introduction of such evidence would be 
tantamount to compelling the witness to testify against himself. On the 
basis of both the Fourth and Fifth Amendments, therefore, the evidence 
was suppressed.”® 

The Boyd case was thus the forerunner of the long line of cases which 
established the federal rule that the Government cannot use evidence ob- 
tained in violation of the Fourth Amendment.” Federal courts must ex- 
amine the conditions under which the evidence came into the Government’s 


76 McCann v. Securities and Exchange Commission, 87 F.2d 377 (2d Cir. 1937) ; In re 
Upham’s Income Tax, 18 F.Supp. 737 (S.D.N.Y. 1937). See discussion in Zimmerman v. 
Wilson, 105 F.2d 583 (3d Cir. 1939). 

77116 U.S. 616 (1886). 

78 The linking of the Fourth and Fifth Amendments in the Boyd case has been 
severely criticized. See WicMorE, op. cit. supra note 2 §2264. Professor Wigmore argues 
that the Fifth Amendment was intended to prevent testimonial self-incrimination by a 
witness under process. The Fourth Amendment was designed to protect the individual 
from “domestic disturbance by . . . irresponsible administrative officials.” Jd. at §2184. 
There is no basis in law or history, argues Professor Wigmore, for the conclusion that 
searches and seizures should be evaluated in terms of whether they produce incriminat- 
ing material. There is little doubt that the statute in the Boyd case was defective on 
Fifth Amendment grounds alone, in that it required the witness to produce evidence or 
suffer the penalty of an assumed confession. In this respect the Fourth Amendment 
argument in the Boyd case seems extraneous. See concurring opinion of Miller, J. in 
the Boyd case (116 U.S. at 638). While one can agree that the Boyd case could have 
been decided without reference to the Fourth Amendment, it does not follow that the 
case was wrong in its sweeping statement that evidence obtained in violation of the 
Fourth Amendment could not be admitted. See note 79 infra. 

79 Weeks v. United States, 232 U.S. 383 (1914); Silverthorne Lumber Co. v. United 
States, 251 U.S. 385 (1920). See Comment, Judicial Control of Illegal Search and Seizure, 
58 Yale L.J. 144 (1948). 
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possession when ruling on a motion to suppress incriminating material. 
The basis of virtually every attempt by a taxpayer to suppress evidence is 
his claim that he was originally compelled to give up the evidence in viola- 
tion of the Fourth Amendment ;*° the Government, seeking to avoid the 
consequences of the Boyd rule, argues that the taxpayer in yielding the 
evidence made a voluntary admission which can be used against him.® 
At what point, then, does the taxpayer’s cooperation with the Government 
transform a compulsory search and seizure into a voluntary disclosure? 

Evidence obtained by subpoena or search warrant. Suppose the tax- 
payer produces evidence in response to a valid subpoena. Since he could 
have resisted the subpoena in so far as it related to self-incriminating ma- 
terial, has he waived his right by compliance? Doubtlessly there are situa- 
tions where a subpoena might be accompanied by such other manifestations 
of compulsion as to render the witness’ compliance “involuntary.”*? But 
it would appear that if a taxpayer, who has the advice of counsel, turns 
over incriminating material in response to a subpoena duces tecum, he 
will be considered to have waived his privilege against self-incrimination 
with respect to those records.** Certainly the taxpayer who is warned of 
his constitutional rights cannot suppress evidence subsequently relinquished 
in response to a subpoena.** 

More difficult is the situation where evidence is obtained as a result of 
a search conducted under a valid search warrant. In such case the witness 


80 F.g., United States v. Guerrina, supra note 20; Gouled v. United States, supra note 
4; United States v. Lipshitz, supra note 20. 

81 United States v. Wolrich, supra note 20; Smith v. United States, 210 F.2d 496 (lst 
Cir. 1954) ; Sasser v. United States, 208 F.2d 535 (5th Cir. 1953). 

82 F.g., Nelson v. United States, 208 F.2d 505 (D.C. Cir. 1953) (although subpoena 
was in effect, evidence suppressed because under a Congressional committee’s threat of 
contempt, witness turned over all his records without advice of counsel or warning of his 
constitutional rights). 

83 The sweeping dicta of the Boyd case, (see note 85 infra) would seem to indicate a 
contrary result, but it would make little sense to conclude that all seizures of incriminating 
material pursuant to a valid subpoena are “unreasonable searches” within the meaning 
of the Boyd case. One might find situations where the subpoena is so broad as to be 
unreasonable (Hale v. Henkel, supra note 42), or where the taxpayer is so uninformed 
as to his rights that his yielding of evidence could scarcely be called voluntary (See note 
82 supra). But the circumstances under which taxpayers usually relinquish documents 
in response to a subpoena are such as to justify a conclusion that they have waived their 
rights under the Fifth Amendment. 

84In this respect the taxpayer would appear to be in the same position as any witness 
who is called to testify under subpoena. He cannot refuse to testify, but he can refuse to 
answer any self-incriminating questions. If he answers, he cannot argue that the subpoena 
vitiated his voluntary compliance. Only if the circumstances indicate that his testifying 
was not voluntary can the inference of waiver be overcome. In the Nelson case, the 
Court indicated that if Nelson had been advised of his constitutional rights and his 
right to counsel, it might have been a “different case.” Nelson v. United States, supra 
note 82, at 512 n. 19. 
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does nothing except, perhaps, permit the search to continue. It is, therefore, 
more difficult for the Government to argue that the witness has waived his 
rights by voluntarily turning over evidence in his possession. Dictum in the 
Boyd case suggests that any seizure and use of incriminating evidence 
violates the Fourth and Fifth Amendments. Certain language in later 
cases sustains this view.*® But the prevailing federal rule would seem to 
be that the obtaining of incriminating evidence does not invalidate what 
would otherwise be a valid search, and that such evidence may be used.” 
This does not, however, preclude the taxpayer’s right to fight the introduc- 
tion of such evidence on the ground that the warrant itself was defective 
or that the search exceeded the permissible limits of inquiry.** This issue 
rarely arises in tax cases, because most records reach the Government 
either by subpoena or by the taxpayer’s compliance with an agent’s re- 
quest. Search warrants are rarely employed. 

Information obtained in routine audit. Determining whether informa- 
tion was yielded by the taxpayer willingly or under compulsion has been 


85“... And we have been unable to perceive that the seizure of a man’s private books 
and papers to be used as evidence against him is substantially different from compelling 
him to be a witness against himself.” Boyd v. United States, supra note 77, at 633. 
This broad sentence has caused considerable controversy. It appears quite reasonable 
when viewed in the light of the facts of the Boyd case, where the seizure consisted in 
compelling a witness to reveal his records or admit the truth of the Government’s case. 
It is doubtful that the Court could have intended the word “seizure” to apply to a lawful 
search and seizure made pursuant to a valid search warrant. Such an interpretation 
would eliminate one of the chief objects of searches, i.e., obtaining evidence with which 
to convict the defendant. . 

86 Gouled v. United States, supra note 4, at 309, discussed in note 92 infra. In this 
case agents obtained a warrant for the seizure of certain contracts which were used as 
evidence of the defendant’s conspiracy to defraud the Government. The Court held that 
the search was illegal because “[search warrants] . .. may not be used as a means of 
gaining access to a man’s house . . . to secure evidence to be used against him in a 
criminal or penal proceeding. . . .” Only when the contracts or papers have been used 
“as instruments or agencies for perpetrating fraud upon the Government as to give the 
public an interest in them. .. .” can the search be legal. It is apparent that this distinction 
is difficult of use in the case of business records. It is likely that the Gouled rule is a 
lesser protection for the taxpayer than the more general rule that a search warrant 
cannot be vague but must describe the thing which is sought. See note 92 infra. 

87 Courts subsequently restricted the broad dicta of the Boyd case (see note 85 supra) 
Haywood v. United States, 268 F.2d 795 (7th Cir. 1920) ; Adams v. New York, 192 U.S. 
585 (1904) ; Levin v. United States, 5 F.2d 598 (9th Cir. 1925), and other cases cited in 
WIcMore, op. cit. supra note 2 §2264 n. 12. 

88 It is generally recognized that a person who yields to the color of authority and 
acquiesces in a search does not thereby waive the right to challenge the validity of the 
search by a subsequent motion to suppress the evidence. Johnson v. United States, 333 U.S. 
10, 13 (1948) (where narcotics agents demanded entry into room and made search, held 
that “Entry to defendant’s living quarters . . . was demanded under color of office. It was 
granted in submission to authority rather than as an understanding and intentional 
waiver of a constitutional right.”) ; United States v. Hoffenberg, 24 F.Supp. 989 (E.D. 
N.Y. 1938) (police exhibited badge and said they wanted to “look around”; held no 
consent to “illegal” search and motion to suppress granted). 
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made extremely difficult by the very nature of the investigating process 
in a tax case. While occasionally one finds cases where agents have broken 
into filing cabinets or arbitrarily made off with records, most cases in this 
field arise because a taxpayer freely turned over information to the in- 
vestigating agent. When a routine audit is undertaken, for example, the 
taxpayer is generally without the benefit of legal counsel. The first impulse 
of most taxpayers is to show good faith by cooperating with the agent. 
But when the routine audit takes on the aspects of a criminal investiga- 
tion, the taxpayer may be unaware of the change. By the time the tax- 
payer realizes that he is a defendant, he has usually turned over enough 
information to prejudice his case severely. He then tries desperately to 
recover this evidence or prevent its use at the trial. The Government, on 
the other hand, endeavors to obtain as much information as possible dur- 
ing the preliminary stages, since the taxpayer’s own records represent the 
easiest short cut in a criminal investigation. 

If information is given voluntarily in the course of a routine audit, 
most courts will permit their later use against the taxpayer.*® Such revela- 
tions are considered voluntary admissions and constitute a waiver by the 
taxpayer of his right not to be compelled to testify against himself. Under 
this theory a taxpayer is considered to know that anything he offers the 
Government in a tax investigation may be used in a criminal prosecution ; 
he cannot subsequently argue that he gave this information only for civil 
purposes. 

Federal courts have rejected the argument that the taxpayer must be 
warned of his constitutional rights before testimony in a routine audit 
can be used against him.°® Relying on an old Supreme Court case,** which 
held that voluntary confessions are valid even without a warning to the 
defendant, the federal courts have considered the circumstances surround- 
ing the yielding of the information to determine whether the testimony 
was given “voluntarily.” Using this criterion, courts have admitted prac- 
tically everything obtained in routine audits. Only when the circumstances 
reveal deception on the part of the Government will the evidence be barred. 
In Gouled v. United States,°® for example, the Government could not use 


89 Nicola v. United States, supra note 4; Hanson v. United States, 186 F.2d 61 (8th 
Cir. 1951) ; Morris v. United States, 12 F.2d 727 (9th Cir. 1926). 

90 F.g., Hanson v. United States, supra note 89. 

91 Wilson v. United States, supra note 17. 

92. Supra note 4, Two types of papers were involved in this case. One class was 
seized by an agent who entered under the guise of a business call and took papers 
in defendant’s absence and without a warrant. This was held to be an unreasonable 
search and seizure and the records were suppressed under the authority of the Boyd 
case. The other papers were seized under a search warrant, but the Court excluded 
them on the ground that a warrant could not constitutionally be used to seize private 
records of an “evidential” nature. See notes 86 and 88 supra. 








papers seized by an agent who gained admittance under the guise of mak- 
ing a friendly business call. 

Very recently, however, the First Circuit Court in Chieftain Pontiac 
Corp. v. Julian,** has suggested that agents may be permitted a good deal 
of leaway in their efforts to secure “voluntary” testimony. Agents in this 
case secured evidence after assuring the taxpayer that he was immune 
from prosecution” and that they were examining his papers only to secure 
evidence against a third party. Although neither statement was true, the 
First Circuit Court ruled that a search under such circumstances did not 
violate the Fourth Amendment. This result is quite inconsistent with the 
view that only “voluntary” evidence should be used. It is difficult to con- 
sider evidence voluntary if it is given under the false illusion that it will 
never be used against the taxpayer. The Goverment may be justified in 
its reluctance to warn taxpayers that testimony given in routine audits 
may be used against them, but the Government should not be permitted 
deliberately to create the opposite impression. 

Evidence obtained in fraud investigation. Courts have been more sym- 
pathetic to the taxpayer where the evidence is obtained by the Government 
after a criminal investigation for fraud has been undertaken. Of course, 
if the taxpayer is told that a criminal prosecution is being considered, he 
is generally held to be on notice that anything which he yields may be used 
against him in a criminal case. But practically every case dealing with this 
issue concerns a situation where after one or two visits a special agent was 
called into the case without the knowledge of the taxpayer. Often he 
is introduced as “another government representative.”®* In such circum- 
tances, courts may suppress the evidence on the ground that it was obtained 
in violation of the Fourth Amendment.” Applying the rule of the Boyd 
case, if information is obtained in violation of the Fourth Amendment, 
its introduction in evidence violated the Fifth Amendment. 


93209 F.2d 657 (ist Cir. 1954). 

94 Prior to Jan. 10, 1952, the Treasury adhered to a policy of “voluntary disclosure,” 
under which tax prosecutions were waived in the case of violators who made voluntary 
disclosures prior to the initiation of an investigation. The confusion resulting from this 
policy was great, since taxpayers would make disclosures believing they would obtain 
immunity, only to learn that investigation had begun prior to the disclosure. The Chief- 
tain Pontiac Corp. case (supra note 93) was such a case. The Treasury abandoned this 
policy on Jan. 10, 1952. For a discussion of the “voluntary disclosure” policy, see Lipton, 
Prosecution for Tax Evasion—New Policies and Procedures, 30 Taxes 350 (1952). 

95 E.g., United States v. Wolrich, supra note 20. 

96 United States v. Guerrina, supra note 20; United States v. Cooper, supra note 5; 
see United States v. Manno, 118 F.Supp. 511 (N.D.IIl. 1954) (defendant held entitled 
to hearing on question whether taxpayer turned over evidence with understanding that 
it was to be used for civil purposes only); United States v. Lipshitz, supra note 20 
(same holding). 
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In United States v. Guerrina,” the Court employed as an analogy the 
earlier Gouled®** case and determined that obtaining evidence for criminal 
purposes under the guise of a civil investigation is as bad as obtaining 
evidence under the guise of a business or social call. Courts sustaining this 
view require Government agents to inform the taxpayer that his case is 
under criminal investigation.* It is not clear whether they must also ad- 
vise the taxpayer that everything he says may be used against him and 
that he has the right to refuse to answer. In any event, concealing the 
criminal nature of the proceedings indicates deceit on the part of the Gov- 
ernment and invalidates the evidence. 

This view, however, is by no means unanimous. A contrary line of cases 
holds that taxpayers should know that routine audits can become crimi- 
nal investigations if the facts warrant it. Taxpayers are held to the 
knowledge that anything turned over to the Government during a tax in- 
vestigation may form the basis of a criminal investigation, and therefore 
the mere presence of a special agent, even if his identity is concealed, 
does not destroy the voluntary nature of the taxpayer’s disclosure. Re- 
cently, a District Court’ specifically rejected the reasoning of the Guer- 
rina case and stated that it was unnecessary for the special agent to reveal 
his identity or warn the taxpayer of his rights. 

Thus, courts in the tax field are coming to grips with the same issues 
that arise in every area of criminal law. It is easy to state the general rule 
that self-incriminating statements are admissible if made voluntarily. The 
counter-rule also falls neatly into place: statements secured through deceit 
and deception are tantamount to compulsory seizure of incriminating evi- 
dence and therefore inadmissible under the Boyd rule. The difficult prob- 
lem is to determine the degree of deception by the Government which is 
necessary before a voluntary admission becomes an involuntary disclo- 
sure secured by duplicity and stealth. 

97112 F.Supp. 126 (E.D.Pa. 1953). In this case the agents had at first examined the 
books with the taxpayer’s consent. One week later, while taxpayer was out of town, the 
agents returned and examined filing cabinets. The Court held that the examination of 
the cabinets was an unreasonable search without a warrant. Furthermore, the informa- 


tion originally given voluntarily was allowed to be suppressed because defendant was 
never told of his Fifth Amendment rights and never advised that a special agent was 


conducting the investigation. 
98 See note 92 supra. 


9 F.9., United States v. Guerrina, supra note 20, at 130: “. . . In the instant case, 
we have the ... testimony ... that the . . . purpose in making the examination . . . was 
to obtain evidence for contemplated criminal prosecution. ...I am of the opinion... 


that the defendant was entitled to a warning before the information could be said to 
have been obtained from the defendant without doing violence to his privilege under the 


Fifth Amendment.” 
100 Chieftain Pontiac Corp. v. Julian, 209 F.2d 657 (1st Cir. 1954); United States v. 


Wolrich, supra note 20; Montgomery v. United States, 203 F.2d 887 (5th Cir. 1953). 
101 United States v. Wolrich, supra note 20. 
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CONCLUSION 


In trying to articulate useful criteria for courts to follow it should be 
recognized at the outset that the very nature of the investigating process 
in a tax case makes a simple solution almost unobtainable. Theoretically, 
a taxpayer should be cloaked with greater constitutional protection when 
he comes under criminal investigation and his rights elevated still further 
when he becomes a criminal defendant. But in the process of investigation 
of tax returns and prosecution of violators these stages are difficult to 
perceive. The Government often goes to great lengths to conceal the trans- 
formation from a civil to criminal investigation. Even if clear lines could 
be drawn separating the various phases, it would nevertheless be difficult 
to know at what point the Government obtained the evidence the taxpayer 
later seeks to suppress. Was it obtained at a time when the taxpayer was 
merely the object of a civil investigation, or was the information turned 
over when the taxpayer was a criminal defendant entitled, perhaps, to a 
warning that everything he said might be held against him? Despite the 
apparent difficulty in drawing the line, however, it should and must be 
done. Of course, to throw elaborate safeguards around a taxpayer from the 
moment a return is filed or an audit begun will make it difficult to deter- 
mine even civil liability. On the other hand, unless the courts impose some 
checks on the actions of revenue agents, taxpayers will unwittingly and 
unwillingly build up cases against themselves in violation of a constitu- 
tional principle designed to protect individuals against compulsory self- 
incrimination. . 

One possible solution is for the Government to adopt the practice of 
warning all taxpayers at the start of every audit that everything they say 
may be used against them and that they have the right to withhold in- 
criminating material. The advantages of such a method are many. It 
would eliminate the problem, typified by the Guerrina case, of determining 
whether a criminal investigation had in fact begun when the incriminat- 
ing evidence was given to the Government. The taxpayer would be on 
notice from the outset that a criminal investigation was a possibility. A 
taxpayer’s disclosures could then be judged by the more traditional stan- 
dards governing questions of compulsory self-incrimination and unreason- 
able search. Was the taxpayer aware of the agent’s true identity at the 
time of the disclosure? Did the agent confine his search to the information 
which the taxpayer voluntarily made available? Did the agent use force 
or threats to obtain information? Was the request for information suff- 
ciently specific so as not to become a “fishing expedition”’ ? 

The Government’s objections to such a proposal would be strenuous, 
despite the fact that the Government usually fights a motion to suppress 
evidence with the argument that the taxpayer from the moment the audit 
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began realized the potential criminal consequences of his disclosure and 
should be considered as having waived his constitutional rights. It is proba- 
bly true, however, that the enforcement process would be impeded by a 
warning to all taxpayers that they have a right to withhold incriminating 
material and that everything they say might be used in a criminal investi- 
gation. No matter how delicate the warning, it would unquestionably 
hamper the free exchange of information which is so important in deter- 
mining civil liability. Nevertheless, it is submitted that the Government’s 
fears in this respect are probably exaggerated. Many, if not most, taxpay- 
ers already know that information given in a routine audit may be used 
as evidence in a criminal case. A specific warning in these situations would 
tell the taxpayer only what he already knows and would prevent the tax- 
payer from accusing the Government of deceit when the evidence is in- 
troduced at a later trial. Furthermore, the unrestricted right of the Gov- 
ernment to extract information from third parties offers a wide area of 
enforcement possibilities. A taxpayer’s net worth, for example, can be 
ascertained by bank accounts, real estate records, stock transactions, etc., 
and his business relations with other people can be investigated. A warn- 
ing to taxpayers of their constitutional rights would not hamstring the 
Government to the degree the objections to such a suggestion indicate. 

Since there is little likelihood that the Government would adopt such a 
procedure, the courts will continue to deal with situations where taxpayers 
who actually are under criminal investigation are not warned of this possi- 
bility. Under the circumstances, there is much to recommend the position 
of those cases that turn on the question of whether a criminal investiga- 
tion is in process at the time the information is disclosed. In a routine 
audit the principal purpose of the investigation is to determine civil tax 
liability. The Government engages in no deception if the information it 
finds ultimately forms the basis of a criminal prosecution. In the sense that 
the taxpayer has not been tricked into yielding information, it is fair 
to conclude that his disclosure was voluntary within the meaning of the 
Boyd rule, which excludes self-incriminatory evidence obtained under 
compulsion. 

When a special agent enters the investigation, however, the nature of 
the proceeding changes. Unless the agent’s identity is fully disclosed, the 
Government is obtaining evidence under false pretenses. Using the guise 
of a routine audit, the Government tries to obtain evidence for use in a 
criminal case. This deliberate attempt to conceal the criminal aspect of an 
investigation raises a presumption of deceit and suggests that the taxpayer 
would not have turned over the information if he were aware of the crimi- 
nal consequences. Admittedly, secret detective work is necessary in ap- 
prehending criminals, and tax evaders deserve no special favors. But when 
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the Government transforms a purely civil investigation into a criminal 
inquiry without warning the potential defendant of his constitutional right 
of silence, it would appear that the tenuous line between clever detection 
and the unreasonable pursuit of evidence has been crossed. 

True, warning a taxpayer that he is talking to a criminal investigator 
would hinder law enforcement ; all constitutional safeguards are vulnera- 
ble to the same criticism. But if, in the final analysis, the only proof of 
guilt remains in the taxpayer’s possession, then it is merely restating a 
fundamental concept of American law to say that such information must 
be obtained voluntarily and without deception, or not at all. 
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Dividend Equivalency—the End 
of the Beginning? 


JOSEPH HAWLEY MURPHY 


N OWHERE in the field of federal income taxation has there been an 
area so rife with confusion or so ripe for reform as that surrounding 
section 115(g) of the 1939 Code. In a manner of speaking the section 
was simple enough. It provided that if stock was cancelled or redeemed 
by the issuing corporation “at such time and in such manner as to make 
the distribution and cancellation or redemption in whole or in part essen- 
tially equivalent to the distribution of a taxable dividend. . . .” the dis- 
tribution would be so treated. However, any simplicity which it purported 
to have was more than a delusion; it was a trap for the unwary. 

In so far as corporate distributions were concerned, section 115(g) 
proved to be the secret weapon in the Treasury’s arsenal. The legislative 
history of the section is itself shrouded in doubt. Its forerunner, section 
201(d) of the Revenue Act of 1921, was designed to curb the use of the 
stock dividend as a device for distributing income under the guise of 
capital gain. By 1924 it had come to be regarded as a useful counter- 
measure against the transmutation of income into capital gain via dis- 
tributions in liquidation. By 1926 the section was no longer tied in with 
the stock dividend concept. In the years which followed, distortions of 
the meaning of “partial liquidation” brought section 115(g) into a realm 
where it was a threat to virtually any type of corporate distribution in 
redemption of stock. Yet the actual wording of the section underwent 
little revision; the judicial and administrative climate which nurtured it 
had changed. 

By 1950 “dividend equivalency” had become a spectre, haunting a 
myriad of situations involving corporate stock dealings. For example, it 
confronted the shareholder of the close corporation, who wanted to sell 
out to his corporation and terminate his interest, unless the corporation 
could buy him out entirely and for cash. And he was still in danger if 
members of his family continued as owners. If the shareholder died and 
the only source of cash with which to pay death taxes was from the cor- 
poration, dividend equivalency raised its ugly head. An attempt to 
redeem outstanding stock for retention in the treasury, perhaps with an 

Joseph HAwLey Murpxy is Associate Professor of Law, Syracuse University College 
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eye to making a subsequent incentive sale to younger executives, was met 
with this threat. 

Of course, not all cases were unfavorable to the taxpayer. With the 
exception perhaps of the Second Circuit Court of Appeals, most courts 
tended to a somewhat more restrictive view of section 115(g) than did 
the Treasury. It never seemed quite satisfied, however, with the declared 
extent of its powers under the section. For this reason—except through the 
lengthy process of obtaining a specific ruling in each case—taxpayers sel- 
dom knew where they stood with reference to dividend equivalency until 
too late, and tax advisers could do little more than make a calculated guess, 

The type of business transaction apt to run afoul of section 115(g) 
was hardly an uncommon one, however. The foregoing illustrations indi- 
cate that it would frequently arise in the ordinary affairs of a corporation. 
It is true that in 1950 section 115(g)(3) gave partial relief to estates 
redeeming stock to pay death taxes. So too, section 115(g) (2) closed one 
of the few judicially opened loopholes with respect to redemption of 
stock of related corporations. But these were stop-gap measures at best. 
The uncertainty and confusion attendant upon the basic elements of sec- 
tion 115(g) persisted. 

It is not surprising, therefore, that when the Internal Revenue Code of 
1954 was under Congressional consideration it was decided that a com- 
plete overhauling was in order. As the House Ways and Means Com- 
mittee put it :’ 

Existing law with respect to corporate distributions, liquidations, mergers, 

consolidations, separations and other transactions is so confused that taxpayers 
cannot plan transactions with any degree of certainty. . . . In many cases tax- 
payers and the Government can ascertain the tax consequences of these trans- 
actions only after protracted and expensive litigation. 
It was recognized, of course, that to overcome these difficulties would 
require a complete, structural revision of existing law. The 1939 Code 
sections had to be redrawn and statutory provisions supplied where none 
existed.* 

The initial approach by the House was one of definition and delimita- 
tion. The Senate tended to be more general and the Conference Commit- 
tee acceded. However, the final result was one of some particularization, at 
least by comparison with former law. 


THE “LIQUIDATION” CONCEPT 


The Problems. It will be recalled that dividend equivalency problems 
under old section 115(g) arose in conjunction with a partial liquidation. 


1H.R. Rep. No. 1337, 83d Cong., 2d Sess. (1954), U.S. Conr, Conc. anp Apm. News 
596-597 (1954). 
27d. at 597, 
3 Jd. 
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This was because the concept of a partial liquidation generally was 
twisted almost virtually out of context. The 1939 Code definition was not 
particularly complicated. It read :* 


... As used in this Section the term “amounts distributed in partial liquida- 
tion” means a distribution by a corporation in complete cancellation or re- 
demption of a part of its stock, or one of a series of distributions in complete 
cancellation or redemption of all or a portion of its stock. 


The difficulty was that the law did not mean what it said. While it 
obviously included one step in the process of complete liquidation,® it was 
also interpreted to include situations in which there was no intention at 
all to liquidate.®° Many transactions classified as partial liquidations re- 
sulted in a mere cancellation or redemption of a portion of corporate 
stock’ and nothing more. Capital gains treatment followed from the re- 
demption® unless it was tantamount to a dividend under 1939 Code section 
115(g).° 

Liquidation intrinsically implies termination of a business in whole or 
in part. It should have no place in a situation where, for a reason entirely 
unconnected with either of these objectives, a distribution is made to a 
stockholder in return for his shares. Of course, simply because such a 
distribution is not a partial liquidation, it should not be exempt from sale 
or exchange treatment. But to torture the definition of partial liquidation 
in order to justify such treatment seems absurd and unrealistic. And this 
was the result under the 1939 Code. 

The House Bill. H.R. 8300, as reported by the House Ways and Means 
Committee, assigned a more specific meaning to “partial liquidation,” 
confining its application to a termination of all or a part of the business 
of a corporation.”® Section 336(a) of the House version excluded from 
the definition of partial liquidation distributions terminating or substan- 
tially changing a shareholder’s interest in contrast to those which termi- 
nate or contract the business of the corporation itself. Partial liquidation 
was restricted to the situation where part of the corporate stock was dis- 


4I.R.C. §115(i) (1939). 
5 Joseph F. Porter, Jr., 9 T.C. 556 (1947) ; Samuel A. Upham, 4 T.C. 1120 (1945) ; 


Bynum vy. Comm’r, 113 F.2d 1 (5th Cir. 1940) ; R. D. Merrill Company, 4 T.C. 955 (1945). 
®Comm’r v. Cordingley, 78 F.2d 118 (1st Cir. 1935); Sarah A. Young, 4 TCM 
982 (1946). 

7 Salt Lake Hardware Company, 27 B.T.A. 482 (1932); Max Viault, 36 B.T.A. 430 
(1937) ; Malone v. Comm’r, 128 F.2d 967 (5th Cir. 1942); see, e.g., S.M. 4181, IV-2 
Cum. Buty. 12 (1927); I.T. 2388, VI-2 Cum. Butt. 14 (1928); G.C.M. 5180, VII-2 
Cum. Buty. 110 (1928). 

8T.R.C. §115(c) (1939). 

9 E.g., Kirschenbaum v. Comm’r, 155 F.2d 23 (2d Cir. 1946), cert. denied, 329 U.S. 
726 (1946). ; 

10 H.R. Rep. No. 1337, op. cit. supra note 1, at 747. 
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tributed according to a plan” or where one of at least two separate busi- 


nesses was terminated, such part of the business having been conducted 


separately for five years.” Distributions under the plan of liquidation had 
to occur within the year in which the plan was adopted or within the next 
year.’ Rules were provided for the computation of gain or loss on a 
partial liquidation’* and its treatment as capital gain or loss.’® 

This definition of partial liquidation was considerably narrower in scope 
and operation than that contained in the old section.’® If a partial liquida- 
tion were to arise from a mere retirement of stock, a definite plan of 
liquidation would be required, and if it resulted from the termination of a 
separate aspect of the business, a bona fide cessation of that branch would 
be necessary.’ Under this rationale the partial liquidation would cease 
to be the repository for all distributions in redemption of stock which 
justified capital gains or loss treatment. 

The Senate Bill. The Senate approach to this problem was somewhat 
different from that of the House. However, the Senate, too, was anxious 
to preserve the distinction between a distribution which had sale or ex- 
change characteristics because not made pro rata among the shareholders 
and one characterized by what happens solely at the corporate level." 
To accomplish this result it was obliged to amplify the House version of 
section 336 which, after Senate consideration of H.R. 8300 as a whole, 
became section 346. 

A partial liquidation was defined to include a distribution which was 
one in a series looking toward complete redemption of all of the stock.” 
A distribution was also in partial liquidation when it was in redemption 
of part of the stock pursuant to a plan of partial liquidation carried out 
in the year of adoption or in the next year.*° The term included the termi- 
nation of one line of a business, provided that the corporation was in two 
or more lines for at least five years, that none of the lines was acquired in 
a taxable transaction, and the remaining lines were continued after the 
distribution." Taking cognizance of the fact that the same redemption 
distribution might qualify as a capital transaction (apart from being in 


11 H.R. 8300, §336(a) (1), 83d Cong., 2d Sess. (Mar. 9, 1954). 
12 Jd. §336(a) (2). 
13 Jd. §336(a) (3). 
14 Jd. §331. 
15 Jd. §332(a). 
16 H.R. Rep. No. 1337, op. cit. supra note 1, at 787. 
17 Jd. at 787-788. 
18 Sen. Rep. No. 1622, 83d Cong., 2d Sess. (1954), U. S. Copz, Conc. anp Apm. News 
2678 (1954). 
19 H.R. 8300, §346(a) (1), 83d Cong., 2d Sess. (June 22, 1954). 
20 Td. §346(a) (2). 
21 Jd. §346(b). 
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partial liquidation) and simultaneously as a partial liquidation, the Sen- 
ate provided that if it was in partial liquidation, any restrictions which 
might otherwise be imposed on the shareholder for capital transaction 
treatment would not apply.” This was emphasized by a further provision 
that the section relating to the taxability of non-liquidating distributions 
did not apply to partial liquidations.** 

As indicated, the House version of H.R. 8300 had gone to some lengths 
to describe the recognition** and treatment®® of gain or loss on partial 
liquidations. The Senate simply reverted to the provisions of section 
115(c) of the 1939 Code to the effect that “amounts distributed in partial 
liquidation of a corporation shall be treated as in part or full payment in 
exchange for the stock.”*® Both, however, assured capital gains and loss 
treatment of partial liquidation distributions. 

Conference Committee. The House agreed to the Senate amendments 
on the definition of a partial liquidation.** When H.R. 8300 was made law 
as part of the Internal Revenue Code of 1954, the definition of a partial 
liquidation contained in section 346 and the tax treatment prescribed for 
distributions in such a liquidation were those proposed by the Senate. 

The Law. Both the House and Senate versions of a partial liquidation 
required a bona fide contraction of the corporate business. Both also made 
it clear that sale or exchange treatment generally flowed from distribu- 
tions in partial liquidation redemptions. These goals of clarity have long 
been needed. 

Essentially, the basic approach of both the House and Senate was this: 
a partial liquidation occurs where a distribution in redemption is made 
pursuant to a plan, either to redeem all or part of the stock of a corpora- 
tion.2*> The Senate was more definite on this score than the House. A 
partial liquidation also occurs when a corporation, in two or more lines 
of business, distributes one and continues with the rest,”® irrespective of 
the pro rata nature of the distribution. The Senate made it desirably clear 
that where, from a shareholder’s standpoint, a redemption distribution, 
if not in partial liquidation, would have qualified for sale or exchange 
treatment, if in partial liquidation, would not be subject to the restrictions 
otherwise imposed for such treatment.*° It pointed this up with a provi- 


22 Td. §346(c). 

23 Jd. §331(b). 

24 Supra note 11, §331. 

25 Jd. §332. 

26 H.R. 8300, supra note 19 §331(a) (2). 

27 H.R. Conr. Rep. No. 2543, 83d Cong., 2d Sess., U.S. Cone, Conc. anp Apm. News 
4231-4232 (1954). 

28T.R.C. §346(a) (1) and (2). 

29T.R.C. §346(b). 

80 T.R.C. §346(c). 
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sion that the section taxing redemption distributions not in partial liquida- 
tion had no application to distributions in partial liquidation.** 

It would seem that by virtue of the above the Congressional intent was 
realized. A partial liquidation was a bona fide business contraction, the 
distributions in which constituted capital transactions. Dividend equiva- 
lency, fully dealt with elsewhere, did not enter the picture; of course, it 
should not, since care was taken to define terms precisely, both by exclu- 
sion and inclusion. 

Unhappily, this desirable state of affairs is not to be. Section 346(a) 
(2), which includes within the scope of partial liquidation distributions 
in redemption of part of the stock of a corporation under a plan, is pref- 
aced by the caveat “if . . . the distribution is not essentially equivalent 
to a dividend.” The House version of the bill had covered this aspect by 
excluding non-liquidation distributions in redemption, taxed elsewhere in 
the Code, from classification as partial liquidation distributions.** While 
neither approach is entirely satisfactory from the standpoint of clarity, 
the method adopted by the Senate injects what would seem to be an 
entirely unnecessary aura of doubt and leaves the situation pretty much 


where it was under the 1939 Code. At the threshold of every partial 


liquidation involving redemption of part of a corporation’s stock without 
termination of a line of business, the bugaboo of dividend equivalency 
exists. 

Initially, Congress seemed to feel that it would be desirable to define 
a partial liquidation in more-or-less lay language. The ordinary concept of 
the term was a redemption in connection with a business contraction. If 
this test were met, a partial liquidation occurred. If the redemption dis- 
tribution was something else, a separate set of rules was provided for its 
tax treatment. Dividend equivalency was an important consideration in 
this regard, as well it should be, but it would seem to have no place in the 
partial liquidation aspect. It is too bad that it was brought into it. 


Non-LIQuIpATION REDEMPTIONS 


Considering, at least, that the aim of the 83d Congress was to clarify 
the dividend equivalency situation for the taxpayer desiring the issuing 
corporation to redeem his stock, and realizing that he may no longer 


seek refuge under the sale or exchange coverage of the partial liquidation . 


definition unless there is a bona fide contraction of the business, the next 
query to arise is the extent to which it is possible to secure sale or ex- 
change treatment on non-liquidation redemptions under the 1954 Code. 
Congress legislated specifically on this subject, albeit the House and Ser- 


81T.R.C. §331(a) (2). 
82 T.R.C. §346(a) (2). 
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ate had widely divergent approaches to the matter. First, however, a brief 
review of the problems existing under the 1939 Code is in order. 

Redemption of stock to pay death taxes and redemption of stock of 
related corporations, both serious problems at one time, were treated 
legislatively prior to 1954 and for that reason will not be considered 
here. The other problems encountered under 1939 Code section 115(g) 
have been the subject of numerous decisions and almost as many com- 
ments.** They may be summarized as follows: 

1. If a shareholder parts with all of his shares to the corporation so 
that he ceases to be a stockholder, will dividend equivalency ever result? 
If he and his family ceased to have any interest whatsoever in corporate 
affairs, the answer was “no.” However, if he retained an interest as 
creditor** or if his family remained interested,®* a categorical answer was 
hazardous, to say the least. 

2. If a shareholder parted with less than all of his shares to the cor- 
poration, could dividend equivalency ever be averted? This is the area 
where some courts adopted the net effect test, others the motive-for- 
redemption test, and still others the bona fide partial liquidation test. Con- 
fusion and uncertainty resulted in all areas. 

3. Although pretty well resolved before 1954,** a question still existed 
whether, for purposes of dividend equivalency, it mattered that the stock 
turned in was held in treasury or cancelled. 

The House Bill. The House approach to the problem was: (1) to 
provide in a general fashion for the taxation of corporate distributions 
as dividends ;3* (2) to except distributions in redemption from dividend 
treatment and consider them sales or exchanges if certain factual tests 
were met; and (3) to provide that all other redemption distributions 


38 See, e.g., Miller, Stock Redemption in ProceepINGS OF NEw YorK UNIVERSITY SIXTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 307 (1948); Drye, Earned Surplus and Its 
Tax Problem For the Stockholder, 4 TAx L. Rev. 421 (1949) ; Murphy, Partial Liquida- 
tion and the New Look, 5 Tax L. Rev. 73 (1949); Darrell, Corporate Liquidation and 
the Federal Income Tax, 89 U. or Pa. L. Rev. 907 (1941); Roberts, Taxation of 
Treasury Stock, 38 Ky. L.J. (1950); Gutkin, Corporate Distribution (Problem under 
Section 115(g) and Extent of Taxability) in Prockepincs or NEw York UNIVERSITY 
Fourth ANNUAL INSTITUTE ON FEDERAL TAXATION 565 (1946). 

84Compare Roehner, Ratio Decidendi in Federal Tax Cases, 9 Tax L. Rev. 75 
(1953) with Murphy, Ratio Decidendi—A Reply, 9 Tax L. Rev. 485 (1954). 

85 At one time the Treasury proposed to amend Reg. 111, Sec. 29.22(a)-15 to intro- 
duce family relationship as a factor even if the shareholder sold out entirely but 
apparently withdrew its proposal. 

86 See Murphy, How to Handle Treasury Stock; Distinction Between Treasury Stock 
and Unissued Stock: Is There Any Justification for This? in ProceepiIncs or NEw 
YorK University TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1161 (1952). 

87 H.R. 8300, supra note 11 §301(b) (1). 

38 Jd, §302(a). 
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were to receive dividend treatment.*® Whereas these were generally factual 
questions decided on an ad hoc basis under the 1939 Code section 115(g) 
(1), the House bill prescribed specifically excepted situations under which 
sale or exchange treatment would prevail. 

The first exception related to the redemption of non-participating stock 
in the so-called “preferred stock bail-out,’*° a transaction already taxed 
to the redeeming corporation under another House provision.*? The sec- 


ond exception related to distributions in complete or partial liquidation,” | 


as heretofore described. Neither of these affected greatly the problems 
enumerated above. 

The third exception, significantly entitled Termination of a sharehold- 
er’s interest, excluded from dividend equivalency a complete redemption 
of all of a shareholder’s stock.** This, with certain ramifications, was the 
Treasury’s position in its Regulations.** The fourth exception concerned 
the disproportionate redemption, i.e., one in which after the redemption 
the shareholder owned less than 80 per cent in fair market value of the 
participating stock than he did before.** The fifth exception dealt with the 
minority shareholder, 1.¢., one owning less than one per cent of the par- 
ticipating stock.*® The sixth exception covered the redemption of stock to 
pay death taxes,** dealt with in detail under another section.** 

Section 302(c) of the House bill applied the so-called “attribution of 
ownership” rules in evaluating these redemptions. In a general fashion 
these rules, set forth in section 311 of the House bill, provided that the 
taxpayer is the owner of stock owned by members of his family,*® by a 
corporation of which he is 50 per cent or more owner,” by a trust or 
estate of which he is at least a 50 per cent beneficiary™ or the substantial 
owner under the 1954 version of the Clifford rules,® or by a partnership 
of which he is a member. In resolving the question whether there had 
been a redemption of all of a shareholder’s stock under the exclusion dis- 
cussed above, the family-attribution-of-ownership rules were inapplica- 

89 Jd. §302(b). 
40 Jd. §302(a) (1). 
41 Jd. §309. 
42 Td. §302(a) (2). 
43 Jd. §302(a) (3). 
44 Reg. 118, Sec. 39.115-9. 
45 H.R. 8300, supra note 11 §302(a) (4). 
46 Jd. §302(a) (5). 
47 Td. §302(a) (6). 
48 Jd. §303. 
49 Jd. §311(a). 
50 Jd. §311(b). 
51 Jd. §311(c). 
52 Jd. §311(d). 
58 Jd. §311(e). 
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ble if the person whose stock was redeemed thereafter had no interest in 
the corporation (including an interest as an officer, director or employee) 
except as a creditor, and he acquired no such interest, except by bequest 
or inheritance, for ten years.°* However, despite these conditions, family- 
attribution rules were applied if the stock redeemed was received as a gift 
or other stock was given away within ten years, if tax avoidance was a 
motive for the transaction.™ 

Section 312 of the House bill contained definitions applicable in ascer- 
taining the meaning of the terms used. Thus “participating stock” meant 
non-preferred or common stock, “securities,” unconditional obligations,” 
and “non-participating stock,” other types of instruments issued by cor- 
porations.°* It was made clear that redemption could be effected by hold- 
ing in treasury without cancellation or retirement and by making a dis- 
tribution and then reducing the par value of shares without recalling 
them.*® 

Thus, it will be seen that the House bill answered many vexing prob- 
lems surrounding old section 115(g). If a shareholder sold out and retired 
from the corporation, the redemption of his stock would be a sale or 
exchange ; his family could remain in the corporation provided he himself 
was not an officer, director, or employee; and the retiring shareholder 
could remain as a creditor. Specific rules permitted a shareholder to redeem 
part of his shares as a capital transaction if he divested himself of more 
than 20 per cent of his holdings. The troublesome questions with respect 
to the status of treasury stock and par and stated value reduction were 
resolved. The House felt that a departure from the case-by-case disposi- 
tion of these factual issues, with its attendant uncertainties and conflicts, 
was desirable. It appeared to have achieved its objective. 

The Senate Version. The Senate was evidently leery of certain features 
in the House bill. While it considered it desirable “to separate into sig- 
nificant elements the kind of transactions now incoherently aggregated 
in the definition of a partial liquidation,”™ it would not follow the manner 
in which the House attacked the problem. The Finance Committee said :* 

Your committee has substantially recast the provisions of the House bill 
dealing with the tax treatment of corporate distributions and adjustments. . . . 
It shares the belief that this part of the statute must be rewritten in order to 

54 Jd. §302(c) (2). 

55 Jd. §302(c) (3). 

86 Jd, §312(b). 

87 Jd, §312(c). 

58 Jd. §312(d). 

59 Jd. §312(e). 

60 H.R. Rep. No. 1337, op. cit. supra note 1, at 748. 


61 Sen. Rep. No. 1622, op. cit. supra note 18, at 2678. 
82 Jd. at 2670. 
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provide a degree of certainty which is lacking in existing law. However, such 
certainty is not to be achieved at the expense of the legislative flexibility 
necessary to provide a statutory pattern which will tax, in an equitable man- 
ner, the myriad business transactions with which this area of law is concerned. 
The House bill . . . would make it difficult for necessary business transactions 
to be carried out with a minimum degree of interference from the tax laws. 

The House bill in this area is, in substance, an entirely new statute using 
few of the terms or concepts with which the courts or the bar have become 
familiar over the years. Your committee has sought a less extreme approach. 
Rather than to replace the existing statute, it has sought to rewrite it so as to 
preserve the terms and concepts of existing law wherever possible. It has, 
however, not hesitated to depart from the present statute where such depar- 
ture was necessary... . 


Section 301 of the Senate bill described the treatment to be accorded 
distributions by a corporation.® It added that the amount of a distribu- 
tion which was a dividend should be included in gross income.® Section 
302 then described the tax treatment to shareholders receiving distribu- 
tions in redemption of stock.® Consistent with the House approach, those 
qualifying as partial liquidations were excluded from the operation of 
section 301. At this point, however, the Senate deviated from the House, 
as illustrated by the following statement of the Finance Committee :* 


. . . Unlike the House bill, however, section 302 does not provide specific 
statutory guides governing the tax consequences of every stock redemption. 
In lieu of the approach in the House bill, your committee intends to revert in 
part to existing law by making the determination of whether a redemption is 
taxable as a sale at capital gains rates or as a dividend at ordinary income rates 
dependent, except where it is specifically provided otherwise, upon a factual 
inquiry... . 

Thus, the general rule was established that if a corporation redeemed 
its stock under certain specified conditions, the redemption would be 
treated as a sale or exchange.®* The conditions for such qualifying redemp- 
tion followed.® This was, therefore, the operative feature of the new bill 
and according to the Finance Committee :” 


... In general, under this subsection your committee intends to incorporate 
into the bill existing law as to whether or not a reduction is essentially equiva- 
lent to a dividend under section 115(g)(1) of the 1939 Code, and in addition 
to provide three definite standards in order to provide certainty in specific 
instances. 


63 H.R. 8300, supra note 19, §301(a). 
64 Jd. §301(c). 
65 Jd. §302(a). 
66 Jd. §331(b). 
67 Sen. Rep. No. 1622, op. cit. supra note 18, at 2868. 
68 H.R. 8300, supra note 19, §302(a). 
69 Jd. §302(b) (2). 
70 Sen. Rep. No. 1622, op. cit. supra note 18, at 2868. 
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Sale or exchange treatment was made available to a redemption dis- 
tribution if the redemption was not essentially equivalent to a dividend.” 
‘According to the Finance Committee, the test to be employed in this 
determination is, in general, that previously employed under section 115 
(g)(1) of the 1939 Code but in the future “inquiry will be devoted solely 
to the question of whether or not the transaction by its nature may prop- 
erly be characterized as a sale of stock by the redeeming shareholder to 
,the corporation.”’” Significantly enough, in the light of language such as 
is contained in Kirschenbaum v. Commissioner, to wit, “perhaps [section 
115(g)(1)] covers all cancellations or redemptions which result in the 
distribution of accumulated earnings,’’™* the Finance Committee said : “For 
this purpose the presence or absence of earnings and profits of the corpo- 
ration is not material.”’** 

The initial approach of the Senate was thus a departure from the “pack- 
age deal” sought by the House. With interstitial limitations, such as those 
concerning the existence of earnings and profits, the vagueness or, depend- 
ing upon the point of view, flexibility of 1939 Code section 115(g) was 
imported into the 1954 Code to provide what might be called blanket 
coverage. From this point on, analogy to the House bill is closer. 

As in the House, the Senate version of the bill contained the rule that 
if the redemption is substantially disproportionate, it will be considered a 
sale or exchange, non-voting as well as voting stock entering into this 
test.> However, unlike the House bill, this rule would not apply if, fol- 
lowing the redemption, the shareholder owns 50 per cent or more of the 
‘stock of the redeeming corporation.” To be “substantially disproportion- 
ate” the ratio of the voting stock held by the shareholder after the re- 
demption must be less than 80 per cent of the ratio prior thereto, with 
ownership of other common stock reduced by a similar amount.” “Fair 
market value’ was the yardstick to be used,’* constructive ownership 
(characterized by the House as “attribution’”) rules applied,” and the 
matter was to be approached on a shareholder-by-shareholder basis.*° 
The bill guarded against “step” transactions in successive years where 
one year, standing alone, would meet the “substantially disproportionate” 
test.®! 

1 H.R. 8300, supra note 19 §302(b) (1). 

72 Sen. Rep. No. 1622, op. cit. supra note 18, at 2868-2869. 

3 Supra note 9, at 25. 

74Sen. Rep. No. 1622, op. cit. supra note 18, at 2869. 

75 H.R. 8300, supra note 19 §302(b) (2). 

6 Id. §302(b) (2) (B). 

7 Id. §302(b) (2) (C). 

78 Td. 

79 Id. §302(c). 
80 Jd, §302(b) (2) (A). 
81 Jd. §302(b) (2) (D). 
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The Senate followed the House in providing that termination of a 
shareholder’s interest, constructive ownership rules being taken into ac. 
count, would qualify as a sale or exchange.* It added a provision that 
railroad and bankruptcy reorganizations under the Bankruptcy Act were 
considered sales or exchanges.** Another addition insured that each re- 
demption test qualifying for sale or exchange treatment should be con- 
sidered separately in so far as consistent with the pattern of the section.* 


As indicated, the Senate version imported into the bill the constructive) jp 


ownership rules which, in the Senate bill, were contained in section 318. 
Under that section, an individual is considered the owner of stock owned, 
directly or indirectly, by his family,®* his partnership,*" an estate or trust, 
of which he is beneficiary, to the extent thereof,** a trust of which he is 
the substantial owner of the income or corpus,** or a corporation of which 
he is a 50 per cent or more owner.*° However, with complete termination 
of a shareholder’s interest, the family-ownership-attribution test will not 
apply if the shareholder has no interest in the corporation except as a 
creditor and acquires no interest, except by bequest or inheritance, within 
ten years, the Treasury being permitted to require an agreement with 
respect to record keeping and the statute of limitations being kept open 
for the period.** 

The above exception is inapplicable where the stock redeemed was, 
within ten years of the date of redemption, acquired from a person whose 
ownerhip would be attributable to the shareholder.” It is likewise inappli- 
cable in the correlative situation, i.e., where a person owns stock attributa- 
ble to a shareholder whose stock is redeemed.** However, these restrictions 
are qualified by a provision that they do not apply in any case where acquisi- 
tion or disposition of the shares in question was not for tax avoidance 
purposes,** the Committee indicating that tax avoidance will not be in- 
ferred simply because the transferee was in a lower bracket than the trans- 


feror.® 


82 Jd. §302(b) (3). 
83 Jd. §302(b) (4). 
84 Jd. §302(b) (5). 
85 Jd, §302(c) (1). 
86 Jd. §318(a) (1). 
87 Jd. §318(a) (2) (A). 
88 Jd. §318(a) (2) (A) and (B). 
89 Jd. §318(a) (2) (B). 
90 Jd. §318(a) (2) (C). 
91 Jd. §302(c) (2). 
92 Td. §302(c) (2) (B) (i). 
93 Jd. §302(c) (2) (B) (ii). 
94 Jd. §302(c) (2). 
95 Sen. Rep. No. 1622, op. cit. supra note 18, at 2072. 
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The Senate approach obviated the necessity for defining participating 
and non-participating stock as well as securities, since their use was aban- 
doned.® It did provide definitions of property*’ and redemption of stock, 
which expressed the House disregard for any distinction based upon 
whether the redeemed stock was cancelled, retired, or held in treasury.** 
It eliminated the reduction-in-par-value-distribution aspect of this defini- 
tion with a caveat that no inference as to existing law was to be drawn 
therefrom.” 

Conference Committee. The divergent approaches to non-liquidation 
redemptions were thrashed out in the conference on the disagreeing votes 
of House and Senate. Senate Amendment No. 82, the complete revision 
of the House bill, was agreed to by the House, with the following state- 


ment :1°° 


The Senate amendment is designed to carry out the purposes sought to be 
accomplished in the House bill. However, objections were raised to some of 
the provisions of the House bill in this area. These objections were in the main 
directed toward certain new concepts contained in the House bill, such as 
those seeking to provide precise classification for all instruments issued by 
corporations and those distinguishing between “publicly held” and “closely 
held” corporations. The Senate amendment has largely eliminated these new 
concepts, while at the same time preserving, to the greatest extent possible, the 
degree of certainty which was sought in the House bill and which is lacking in 
existing law. 

A number of technical, clarifying, and conforming amendments were 
made, the only ones pertinent to the foregoing discussion being those 
relating to the constructive ownership of stock.’* Two clarified the attribu- 
tion rules with respect to trusts,’°’ and a third made it clear that the dis- 
qualifying features of redeeming family stock given within a ten year 
period would not apply if all the family stock was redeemed.’ Except 
for this, the Senate version of section 302, with its ramifications, became 
part of the law on August 16, 1954. 


CONCLUSION 


The phoenix emerging from the ashes of old section 115(g) would 
superficially appear to be quite a different creature than its predecessor. 
Despite the best efforts of the House, however, the spectre of dividend 


96 Jd, 2887. 

97 Id. 

98 Jd. 

99 Td, 

100 H.R. Conr. Rep. No. 2543, op. cit. supra note 27, at 4221-4222. 
101 Jd, at 4222. 

102 Jd. 

103 Td. 
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equivalency remains to haunt the taxpayer, and it will vex him in approxi. 
mately the same places where he encountered it prior to 1954. 

When he attempts a partial liquidation by redeeming part of the corpo 
rate stock pursuant to a plan, his partial liquidation will not be worthy oj 
the name unless he can first demonstrate that it was not a dividend equiva. 
lent. When he attempts a redemption which is admittedly not a partial 
liquidation, he may be accorded sale or exchange treatment of the dis. 
tribution to him only if he proves it was not essentially equivalent to ¢/ 
dividend. 

An analysis of the sections involved indicates, however, that there ar 
now two problems to face. The dividend equivalency which disqualifies a 
partial liquidation would likewise disqualify any other redemption dis- 
tribution from capital gains or loss treatment. In other words, not every 
redemption distribution will be a partial liquidation. Nor will every re. 
demption distribution be a dividend equivalent. But no dividend equivalen: 
will be a partial liquidation, and some redemption distributions may neither 
be dividend equivalents nor partial liquidations. 

However, in deference to the efforts of the Finance Committee, it 
should be said that the tests set forth have probably eliminated uncertainty 
from many areas in which it existed. While existing law is prefaced by 
the general language indicating that a redemption distribution will be 
treated as a sale or exchange if not essentially equivalent to a dividend, it 
is supplemented by two specific methods of testing dividend equivalency, 
i.e., the “substantially dispropartionate”’ test and the “termination of in, 
terest” test. While both appear fairly difficult of application, especially 
where constructive ownership of stock enters the picture, they are more 
than taxpayers had before. 
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Lawyer’s Engagement of Accountant 


in a Federal Tax Fraud Case 


GEORGE B. LOURIE anp ARNOLD R. CUTLER 


, purpose of this paper is to focus attention upon the situation where 
a lawyer engages or employs the assistance of an accountant in connection 
with a federal tax fraud case of a client. The principal question is whether 
the information, analyses, computations, and work papers prepared by 
the accountant at the request of and under the direction of the lawyer 
in behalf of a client during the development of the case are protected by 
the attorney-client privilege. 


Tue Himmelfarb Case 


At common law no privilege attaches to communications as between 
an individual and his accountant when these are the only two persons 
involved.’ As a result, a revenue agent can require an accountant to pro- 
duce all his books, work papers, records, and memoranda and to testify 
regarding them.” For the same reason an accountant is subject to sum- 
mons before a grand jury.* There are a few states which have by statute 
created a privilege for communications between an individual and his 
accountant. However, such state laws, being in conflict with the federal 
laws, have been held to be inapplicable in federal tax cases.* 

Where, however, an accountant is employed by a lawyer to perform 
certain work, the legal relationships created are entirely different. As a 
practical matter are the services performed by the accountant different than 
if such services were performed by the lawyer himself? Or does it follow 
that since the work of the accountant as such is not privileged, the at- 
torney-client privilege is not applicable, regardless of the fact of the 
employment of the accountant and the utilization of his services by the 
lawyer ? 

Georce B. Lourie (LL.B., Harvard School of Law, 1926) is a member of the firm 
of Lourie and Cutler, Boston. 


Arnotp R. Curter (LL.B., Yale Law School, 1932) is a member of the firm of 
Lourie and Cutler, Boston. 

1Falsone v. United States, 205 F.2d 734 (5th Cir. 1953), cert. denied, 346 U.S. 864 
(1953). 

2 Falsone v. United States, supra note 1; In re Wolrich, 84 F.Supp. 481 (S.D.N.Y. 
1949). 

3Donnelly v. United States, 201 F.2d 826 (9th Cir. 1953). 

4Falsone v. United States, supra note 1. 
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The two federal tax cases which have considered this problem have 
tended to support the latter approach. The more famous of these cases is 





that of Himmelfarb v. United States.® In this case a lawyer had engaged 


an accountant specifically in connection with a tax fraud case of a client, 
and the accountant participated in conferences with the lawyer at which 
the client was present. At the trial the Government called the accountant 
to testify. The accused objected to the admission of the accountant’s testi- 
mony, contending that it was privileged because of the attorney-client 
relationship. The Ninth Circuit Court of Appeals held that the testimony 
of the accountant employed by the lawyer did not fall within the orbit of 
the attorney-client privilege. The Court analyzed the problem, holding 
that to the extent the defendant-taxpayer himself disclosed any matters 
directly to the accountant alone, the privilege would not apply; to the ex- 
tent that the disclosures were made to the lawyer by the defendant-taxpayer 
in the presence of the accountant, the privilege again would not apply, 
since the accountant’s presence was not “indispensable in the sense that the 
presence of an attorney’s secretary may be” ; and finally, to the extent that 
the lawyer made disclosures to the accountant without the permission of 
the defendant-taxpayer, the privilege did attach, but since the defendant- 
taxpayer had participated in conferences with the lawyer and the account- 
ant, it must be assumed that the defendant-taxpayer impliedly authorized 
the attorney to make the disclosures to the accountant, thereby waiving 
the privilege. Thus, the Court concluded that under the facts of this case 
the privilege could in no event apply, even though the accountant had been 
employed by the lawyer to assist him in the preparation of the taxpayer’s 
case. 

The Sixth Circuit Court of Appeals in Gariepy v. United States,® which 
is discussed infra in greater detail, followed the Ninth Circuit Court on 
this point. 

The problem involved in situations similar to that considered in the 
Himmelfarb case is most serious, since a lawyer is ordinarily not equipped 
to make an exhaustive study of the books and records of a corporation or 
business. Yet before he can begin to understand the problems and to crys- 
tallize the issues in a tax fraud case, he must have available an expert 
analysis of the books and records as supplemented by any other material. 
If a lawyer is not able to utilize the services of an expert for such purpose 
within the protective orbit of the attorney-client privilege, he is severely 
handicapped in preparing and defending his client’s case. 

5 Himmelfarb v. United States, 175 F.2d 924 (9th Cir. 1949), cert. denied, 338 US. 


860 (1949). 
6 Gariepy v. United States, 189 F.2d 459 (6th Cir. 1951). 
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THE ATTORNEY-CLIENT PRIVILEGE IN GENERAL 

The attorney-client privilege is one of the oldest privileges for confi- 
dential communications. While at one time there was some question 
whether the privilege was that of the attorney’s or the client’s, for many 
years it has been clear that the privilege is the client’s alone. It is therefore 
from his point of view and in the light of his considerations that the prob- 
lem should be considered.* 

In describing this very important privilege, Wigmore writes that “where 
legal advice is sought from a professional legal advisor in his capacity as 
such, the communications relating to that purpose made in confidence by 
the client, are at his instance permanently protected from disclosure by 
himself or by the legal advisor, except the protection be waived.”* 

In discussing this privilege, the American Law Institute significantly 
states that “the continued existence of the privilege is justified on grounds 


of social policy. In a society . . . governed by laws . . . complex and 
detailed . . . expert legal advice is essential. To the furnishing of such 


advice the fullest freedom and honesty of communication of pertinent 
facts is a prerequisite. To induce clients to make such communications, the 
privilege to prevent their later disclosure is . . . a necessity.””® 

The Committee on Procedure in Fraud Cases of the American Bar 
Association disagrees with the Himmelfarb case and believes that the 
privilege should attach where the attorney hires an accountant in connec- 
tion with a client’s tax fraud matter.’° 


THE EMPLOYMENT BY THE ATTORNEY OF AN ACCOUNTANT AS AN 
EXPERT 

Since a lawyer cannot be an authority in all matters which may arise 
in connection with his client’s case, he often must rely on experts. While 
this paper is concerned with the lawyer’s employment of an accountant, 
the problem is not essentially different from many others where the lawyer 
seeks expert assistance. 

In criminal cases in the federal courts the “admissibility of evidence and 
the competency and privileges of witnesses” are governed, except when an 
act of Congress or the Federal Rules of Criminal Procedure otherwise 
provide, “by the principles of the common law as they may be interpreted 
by the courts of the United States in the light of reason and experience.’”’™ 


78 WicMmoreE, EvipeNce §§2290 and 2321 (3d ed. 1940, Supp. 1953). 

8 Id. §2292. 

9 MopeL Cope or EvipENcE 147 (1942). 

10 A.B.A. ComMITTEE Report, SECTION OF TAXATION 112 (1953). 

11Fep. R. Crim. P. 26; Pollock v. United States, 202 F.2d 281 (Sth Cir. 1953), cert. 


denied, 345 U.S. 993 (1953). 
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There is no federal statute dealing with this privilege, and the Federal 
Rules have not specifically dealt with it.’* 

The applicable common law has been summarized by Wigmore as 
follows: 

It has never been questioned that the privilege protects communications to 
the attorney’s .. . agents (including stenographers) for rendering his services, 
The assistance of these agents being indispensable to his work, and the com- 
munication of the client being often necessarily committed to them by the 
attorney or by the client himself, the privilege must include all the persons who 
act as the attorney’s agents . . . the communications of the attorney’s agent 
to the attorney are within the privilege, because the attorney’s agent is also 
the client’s sub-agent and is acting as such for the client.13 


Since it is one of the primary purposes of this article to demonstrate 
that the Ninth Circuit Court erroneously held that the employment of an 
accountant by a lawyer is not indispensable to his work, it is important to 
examine the cases relating to the employment of experts whose services 
have been held to be indispensable and hence were protected by the attor- 
ney-client privilege. 

The attorney-client privilege has been held to apply to the employment 
of an engineering expert in connection with suits arising out of airplane 
crashes ;* to the employment of patent experts in connection with pro- 
spective litigation involving patents ;’* where the expert made analyses and 
tests on flour samples in connection with a suit for breach of warranty ;% 
where a physician has been employed to make a medical examination of 
the client ;17 and where an interpreter, either of ancient documents" or of 
language,’® is necessary for a proper preparation of the case. An account- 
ant should be as fully entitled to the protection of the attorney-client privi- 
lege as an egineering expert, a scientific expert, a patent expert, a doctor, an 
expert of ancient documents, or an interpreter. The accountant is an ex- 
pert in the investigation and interpretation of business books and records, 
and this has been recognized in England, where the attorney-client privi- 


12 4 BARRON, FEDERAL PRACTICE AND PrOcEDURE §§2151 and 2152 (1951) ; 11 CycLopPepia 
oF FEepERAL Procepure §47.15 (3d ed. 1952). 

18 WIGMORE, Op. cit. supra note 7 §§2301 and 2317. See also Note, 53 A.L.R. 369 (1928). 

14Lewis v. United Airlines Transport Corporation, 32 F.Supp. 21 (W.D.Pa. 1940); 
Schuyler v. United Air Lines, 10 F.R.D. 111, 113 (M.D.Pa. 1950). 

15 Lalance and Grosjean Mfg. Co. v. Haberman Mfg. Co., 87 Fed. 563 (2d Cir. 1898) ; 
Cold Metal Process Co. v. Aluminum Co. of America, 7 F.R.D. 684 (D.Mass. 1947). 
But cf. Sachs v. Aluminum Co. of America, 167 F.2d 570 (6th Cir. 1948). 

16 Empire Box Corp. v. Illinois Cereal Mills, 90 A.2d 672 (Super.Ct.Del. 1952). 


17 City & County of San Francisco v. Superior Court, 231 P.2d 26, 31 (S.Ct.Cal. 1951). 


18 Churton v. Frewen, 2 Drew & Sm. 390, 62 Eng. Rep. 669 (1865). 


19 Du Barre v. Livette, 170 Eng. Rep. 96 (1791). See also Parker v. Carter, 4 Munf. 


273 (1814). 
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lege has been held to encompass the employment of an accountant by a 


lawyer.” 
As early as 1863 the Court of Chancery stated: 


The principle is established that, where a person has occasion to employ a 
solicitor, and the solicitor, in order to enable himself to advise on the matter, 
calls in some other person to assist him and to give his opinion, such com- 
munications are as much privileged as if they came from the solicitor himself. 


, In such a case the person called in (here it was an accountant) is pro hac voce 


the solicitor’s clerk... . 

Therefore, as regards the actual reports, I have no doubt whatever that 
they were prepared by the accountant qua clerk of the solicitor, and fell within 
the scope of the privilege. . . . A selection of extracts made by the solicitor or 
his agent as having a special bearing on points in dispute cannot be produced 
without interfering with the freedom of communication which the rule of 
privilege is intended to secure. 

I can see no distinction in principle between accounts prepared by an account- 
ant employed by a solicitor and those prepared by the solicitor himself. It is 
the case of a solicitor employing a confidential agent.?! 


The English law in this respect appears to be sounder and more logical 
than the rule of the Himmelfarb case. Nor should it be material how the 
expert, the accountant in that case, obtained the information on behalf of 
the attorney. Thus, the accountant should be permitted to participate in 
conferences with the lawyer as the lawyer deems necessary; the lawyer 
should be able to convey to his expert certain facts to enable him to de- 
velop a correct picture of the case; and the lawyer should be able to have 
the accountant check the books and records and obtain other information 
where necessary from the client, much as the lawyer would use his clerk. 
Under any of these three situations described in Himmelfarb, the attorney- 
client privilege should prevail. Any limitation on the ability of the lawyer 
to use his expert accordingly impairs the lawyer’s capacity properly to 
develop his client’s case. 


THe “WorK Propuct” DoctTRINE 


A recent federal case employed another doctrine to protect the expert’s 
work done at the behest of the attorney. Under this approach the report of 
the “expert” employed by the lawyer was held to be part of the work 
product of the lawyer and therefore could be withheld. In Colonial Air- 
lines, Inc. v. Janas** a corporation sought recovery for the alleged diver- 
sion and improper expenditure of corporate funds by certain corporate 
officers and other persons. The defendants endeavored to compel the pro- 
duction for inspection and copying of a report made by a firm of public 

20 Walsham vy. Stainton, 2 Hem. & M. 1, 71 Eng. Rep. 357 (1863). 


21 Jd. at 358, 359. 
2213 F.R.D. 199 (S.D.N.Y. 1952). 
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accountants containing an audit of the corporation’s books. The report of 
the accounting firm had been prepared for counsel of the corporation at 
the expense of the corporation in preparation of its defense to a criminal 
information which had been filed against the corporation and for use in 
prosecuting subsequent actions against the defendants. The report was 
based upon the corporate records and documents which the corporation was 
willing to have the defendants examine. The Court held that the report of 
the expert in this case should not be produced for copying. 

What is the material which may be collected or compiled by the account- 
ant who is engaged by a lawyer? In fact and in truth the material is as 
much a part of the work product of the attorney as an analysis he might 
himself have made or have had his clerk make, if he or his clerk were quali- 
fied to do so. The composite of all this material, prepared by the accountant 
at the direction of the lawyer, comprises the preparation of his case to en- 
able him to furnish the “expert legal advice.” The original books and rec- 
ords upon which such analysis is based are unquestionably not within the 
attorney-client privilege. Thus, the Court in the Colonial Airlines case said, 
“Tt is well recognized that a party ought not obtain by discovery the re- 


absence of a showing of good cause, should not be produced for copying.” 
When the books and records are made available, the Court concluded, 
there is “no showing of good cause.’’** 

Although the specific facts and rulings of law in a recent Supreme Court 
case are not applicable to the particular problem under discussion, the 
language used in the Court’s decision is of interest. In Hickman v. Taylor™ 
the petitioner sought under the Federal Rules of Civil Procedure the pro- 
duction of written statements by crew members of certain tugs or other 
vessels given to the defendant’s attorney, together with the lawyer's 
notes relating to oral statements made to him. The Court, after pointing 
out that the witnesses were available for questioning, stated : 

... Here is simply an attempt, without purported necessity or justification, 
to secure written statements, private memoranda and personal recollections 
prepared or formed by an adverse party’s counsel in the course of his legal 
duties. As such, it falls outside the arena of discovery and contravenes the 
public policy underlying the orderly prosecution and defense of legal claims. 
Not even the most liberal of discovery theories can justify unwarranted inquir- 
ies into the files and the mental impressions of an attorney. 

Historically, a lawyer is an officer of the court and is bound to work for 
the advancement of justice while faithfully protecting the rightful interests of 
his clients. In performing his various duties, however, it is essential that a 
lawyer work with a certain degree of privacy, free from unnecesary intrusion 
by opposing parties and their counsel. Proper preparation of a client’s case 


23 Jd. at 200. 
24 329 U.S. 495 (1947). 
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demands that he assemble infomation, sift what he considers to be the relevant 
from the irrelevant facts, prepare his legal theories and plan his strategy with- 
out undue and needless interference. That is the historical and the necessary 
way in which lawyers act within the framework of our system of jurisprudence 
to promote justice and to protect their client’s interests. This work is reflected, 
of course, in interviews, statements, memoranda, correspondence, briefs, men- 
tal impressions, personal beliefs, and countless other tangible and intangible 
ways—aptly though roughly termed by the Circuit Court of Appeals in this 
case as the “work product of the lawyer.” Were such materials open to op- 
posing counsel on mere demand, much of what is now put down in writing 
would remain unwritten. An attorney’s thoughts, heretofore inviolate, would 
not be his own. Inefficiency, unfairness and sharp practices would inevitably 
develop in the giving of legal advice and in the preparation of cases for trial. 
The effect on the legal profession would be demoralizing. And the interests of 
the clients and the cause of justice would be poorly served.” 


CRITICISM OF THE Himmelfarb DocTRINE 


As already indicated, the Himmelfarb case in the Ninth Circuit Court 
was followed by the Gariepy case in the Sixth Circuit Court. In the Gariepy 
case the Court concluded that “There is no evidence to show that the ac- 
countant . . . was in the employ of counsel for appellant, but even if so 
there is respectable authority that denies him the privileged status.”*® The 
“authority” referred to was the Himmelfarb case. The Sixth Circuit Court 
at least acted consistently with a comparable, prior decision of its own. 
Several years earlier the Sixth Circuit Court had held that a patent expert, 
whose services were procured in the preparation for trial of a patent case, 
was “not deemed to fall within the attorney-client privilege.”** 

The commentators have uniformly criticized the Himmelfarb and 
Gariepy cases.** One commentator has firmly stated that he believes the 
Himmelfarb decision “to be wrong.” 

So far as federal tax cases are concerned, the issue has been considered 
only in the Himmelfarb and Gariepy cases. However, the basic concept, 
as this article points out, has been considered not only so far as experts 
in general are concerned, but also so far as the accountant in particular is 
concerned. 

The preponderance of authority apparently supports the position that 
the accountant is an expert who, when engaged by the attorney, should 


25 Jd. at 510, 511. 

26 Gariepy v. United States, supra note 6, at 463-464. 

27 Sachs v. Aluminum Co. of America, supra note 20. Authority to the contrary on 
this point has already been noted. 

28 Balter, FRaupD UNpER FeperAL Tax Law 178 (2d ed. 1953); Arent, Mr. Borderline 
Relies on His Constitutional Rights in A.B.A. Section oF TaxaTION, Tax FRraup 
Cases, PrAcTICE AND ProcepureE 117, 126 (1951); Mickey, The Investigative Process 
of the Bureau of Internal Revenue in ProcrEpINGS oF NEw York UNIversity TENTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 685 (1952). 
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be included within the attorney-client privilege. In order for a lawyer 
properly to prepare a tax fraud case, the assistance of an accountant is 
in fact “indispensable.” Under such circumstances, the work of the ac- 
countant is as much the lawyer’s work as though he had performed the 
task himself. 


EMPLOYMENT BY LAWYER OF THE CLIENT’s ACCOUNTANT 


Is it necessary that the accountant whom the lawyer engages be one 
who has never worked for the client before? In order to draw a precise 
line between the prior work of the accountant and his work as an assist- 
ant to the attorney, this appears to be preferable. As a practical matter, 
however, this would be most undesirable. Few persons would have as 
much knowledge of the client’s books and records as the accountant regu- 
larly employed by the client. The attorney should be free to engage him 
as well as any other accountant. There should be no difficulty in differ- 
entiating between the work which an accountant generally performs for 
the client and the work such accountant later performs at the request of 
the lawyer during the preparation of a legal proceeding. 


ACCOUNTANCY WorK UNRELATED TO LEGAL ISSUES 


What about the professional person who is both an accountant and a 
lawyer? Again the problem should present no insoluble difficulty. If the 
accountant-lawyer is employed to do accountancy work, then he is no 
different than any other accountant..In Olender v. United States *® the 
taxpayer-accused went to an accounting firm to secure the services of one, 
Ringo, one of its members, who was both a certified public accountant and 
an attorney. The taxpayer specifically engaged Ringo as an accountant 
to prepare a financial statement and income tax returns and “to do nothing 
more.” The Court properly concluded that the communications sought to 
be excluded in this case were outside the scope of the attorney-client 
privilege. The fact that Ringo happened to be a lawyer also was considered 
purely coincidental. 

In the case of Allen Sandford Gottlieb *® the trial judge excluded all 
testimony by a witness called by the respondent, who had prepared the 
taxpayer’s return and who was both an accountant and a lawyer, upon 
taxpayer’s objection predicated on the attorney-client privilege. In its 
written opinion, however, the Tax Court does not seek to support such 
action by any discussion whether the privilege was properly applicable to 
the particular facts of the case. It relies upon the fact that the evidence 
sought to be elicited from the witness, as outlined in the offer of proof 


29 Olender v. United States, 1954 P-H 72.428 (9th Cir. 1954). 
8012 TCM 944 (1953). 
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submitted by the respondent, was not relevant to the facts which the 
respondent sought to establish. In view of the treatment of this point in 
the Tax Court’s written opinion, the action of the trial judge, sustaining 
the attorney-client privilege does not appear to be convincing authority 
in opposition to the Olender case. 

In another case, involving a bankruptcy matter, In re Fisher,*" it ap- 
peared that the witness had acted as the bankrupt’s accountant for a num- 
ber of years and after his admission to the bar, also acted as the bankrupt’s 
attorney. Upon the basis of the attorney-client privilege, he refused to 
answer questions relating to the bankrupt’s books and to produce in 
evidence monthly account sheets made by accountants in his employ in 
the regular course of auditing the bankrupt’s books. The Court properly 
held that there was “no privilege with regard to communications made 
to accountants. The information given to the witness and to the account- 
ants in his employ for the purpose of making financial statements and 
doing other work characteristically performed by the accountants are not 
privileged, despite the fact that the witness may also have rendered legal 
advice on the basis of such data.’’*? 

In general, where a lawyer acts outside of his professional capacity, the 
attorney-client privilege does not apply. Thus, in one case where the 
lawyer undertook certain activities which fell purely within the realm of 
accountancy, he was held not to be cloaked with the privilege. In United 
States v. Chin Lim Mow** the attorney had performed clerical and book- 
keeping services in the operation of a commercial bank account of his 
client. The subject-matter of the subpoena consisted of the checks, de- 
posit slips, and pass books, representing routine business transactions, and 
as such did “not come within the spirit or purpose of any rule clothing 
the transaction with the sanctity of a privilege.” Said the Court, “If... 
a lawyer undertakes to translate his activities into those of an accountant 
in the maintenance of either checking or savings accounts, it would seem 
elementary that the transactions in question would not be clothed with 
a privilege.”’** 

The courts have similarly held that the privilege does not apply to the 
lawyer who acted merely as a vehicle for depositing funds in a bank fer his 
taxpayer-client ; ** to the attorney who was a mere scrivener or where the 
transactions which he undertook involved simple transfers of title to real 
estate rather than consultations for legal advice; *® or to the lawyer who 


3151 F.2d 424 (S.D.N.Y. 1931). 

82 Jd. at 425. 

3312 F.R.D. 433 (N.D.Cal. 1952). 

34 Jd. at 434. 

35 Pollock v. United States, supra note 11. j 

86 United States v. DeVasto, 52 F.2d 26 (2d Cir. 1931), cert. denied, 284 U.S. 678 (1931). 











236 TAX LAW REVIEW [ Vol. 10: 


was not acting in his professional capacity as such but rather as the active 
business manager of a business entity which subsequently became involved 
in an anti-trust case.** 

On the other hand, where the attorney is employed in his professional 
capacity as such, then the work which he does in behalf of his client is 
cloaked with the privilege. It is submitted that whether in the preparation 
of his case the attorney does all the work himself—which in a tax matter 
is bound to include voluminous accounting computations and analyses— 
or whether he retains an expert to assist him, the privilege should apply. 


CONCLUSION 


Not every tax case which is investigated for fraud is in fact a fraud 
case, and only a small percentage of so-called fraud cases actually reach 
the stage of criminal prosecution. Since the Internal Revenue Service 
presently follows the Himmelfarb doctrine (at least in some districts), 
a revenue agent may, and often does, issue a summons to take possession 
of all the material which the attorney has had the accountant prepare and, 
in addition, the agent may, and often does, call in or summon such 
accountant in an oral examination regarding the work performed for 
the lawyer. This procedure would seem to be literally stripping the client 
of his entire defense. 

When the summons** is issued, the accountant employed by the lawyer 
must submit or claim the privilege. If he submits, the client’s entire de- 
fense prepared by the lawyer may come into the complete possession of 
the Government. If the accountant under the circumstances claims the 
privilege, the following occurs: first, the accountant may be subject to 


t*® with attendant publicity in the newspapers as 


a trial in the district cour 
to possible criminal prosecution of the client. In a prospective criminal 
case—it may in fact never reach that stage—such publicity may prove as 
damaging as an indictment itself. In addition, raising the issue of privi- 
leged communication at that point may be detrimental to the harmonious 
relationship which may exist between the Treasury agent and the client’s 
attorney. 

There is, of course, the possibility of submitting the material requested 
under protest, thereby protecting the client’s position for a future appeal 
in the courts. How effective this may be is not clear. It is submitted that 
it should have a substantial effect in subsequent considerations by the 
federal courts and that any information discovered as a result of the 
violation of the privilege should be excluded from evidence.*° 

87 United States v. Vehicular Parking, Ltd., 52 F.Supp. 751 (D.Del. 1943) 

38 T.R.C. §3614(a) (1939) ; L.R.C. §§7602-7605(a) (1954). 


39 T.R.C. §3633(a) (1939); LR.C. §7604(a) (1954). 
40 Cf. 11 CycLopeprA oF FEDERAL Procepure 660 (1952). 
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Legislation definitely overriding the Himmelfarb decision and clearly 
establishing that an accountant, employed by a lawyer in his connection 
with the preparation of a client’s case, comes within the protection of the 
attorney-client privilege would appear to be the most desirable solution 
of this problem. A simpler method would be for the Internal Revenue 
Service and the Department of Justice in practice to repudiate the Himmel- 
farb case and follow the preponderance of authority which recognizes that 
the confidential relationship of attorney-client should be fully protected 
in the case of an accountant engaged by the lawyer.*’ This could be 
accomplished by a departmental ruling. In any event, it should not be 
left to the discretionary impulse of an examining agent whether or not 
this privilege should be invaded. To quote again from the Model Code of 
Evidence, ‘“‘The social good derived from the proper performance of the 
functions of lawyers acting for their clients is believed to outweigh the 


harm that may come from the suppression of evidence in specific cases.’ 


41.The American Bar Association through its Committee on Procedure in Fraud 
Cases has been conducting discussions with the Internal Revenue Service and the 
Department of Justice to reach the propused result. A.B.A. ComMITTEE Report, op. cit. 


supra note 10. 
42 A .L.I., op. cit. supra note 9. 
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Simplification of the Federal Income 
Tax Law 


WALTER J. BLUM 


W. have recently had another display of interest by tax attorneys and 
accountants in simplifying the federal income tax law, this time in connec- 
tion with developments leading up to the Revenue Code of 1954. Such 
flurries on the part of tax experts, which seem to occur at least once every 
decade, raise two interesting questions. What does the tax expert mean 
when he speaks of simplifying the tax laws; and why should the expert 
practitioner of all people want to have them simplified ? 

It must be emphasized that for the tax expert the main target of sim- 
plification usually is the tax law. Simplifying the law very likely would 
reduce the complexities of tax returns and tax administration, but the 
practicing tax expert’s interest in these aspects is only secondary. This is 
understandable since the expert is in daily contact with the law. His in- 
terest in simplification is thus largely that of the professional in the 
special tools of the profession. 

At the outset it should be observed that divesting the law of complexity 
requires change, and from a very realistic point of view almost any change 
in the tax law, whether or not designed to accomplish simplification, creates 
a complication for the tax expert. As a group tax experts have a tremen- 
dous investment in their knowledge and understanding of the law as it 
stands and any change is very likely to require additional investment. The 
new law must at least be scanned, and frequently it must be fully studied 
and integrated with previously existing ideas. Increasing the difficulty of 
learning the new may be a practical need to unlearn the old. In taxation, 
however, the old law often retains vitality, at least for past transactions 
and events, so that it may not be put aside in its entirety. One cannot even 
be sure precisely how much of the old is made obsolete by the new or to 
what extent the new contains traces of the old. This all adds up to the 
fact that for the tax expert there are real costs entailed in any significant 
change in the law, and these costs in and of themselves are the antithesis 
of simplification.” 

Wa ter J. Bum is a Professor of Law at the University of Chicago Law School. 

1 The following was written in 1928, not 1954: “A question arises as to whether the 
whole law ought to be re-written. . . . It is a tremendous task, and there is a possibility 
that when it is finished, the changes will bring trouble and difficulty.to some who have 
made themselves familiar with the provisions of the present law and do not like to be 

239 














With this important caution in the background, attention can now be 
turned to the various meanings of simplification which can be detected 
when tax experts speak of simplifying the income tax law. First is the 
notion that all the law on the subject should appear in a single place. The 
ideal would be a comprehensive income tax statute which would be kept 
up-to-date, so to speak, by the inclusion of those judicial decisions which 
are to have the status of rules of law. Under this conception there pre- 
sumably would be no necessity for official or semi-official substantive regu- 
lations of the administrative agency, and court decisions not codified 
within a specified period of time would have no application to subsequent 
controversies. The obvious merit of such an extensive code is that the 
expert would be required to concern himself with only one instead of with 
several sets of legal rules. Moreover, all the rules would be of equal author- 
ity, and there would be no need to face the sometimes challenging task 
of reconciling rules of varying degrees of authority. 

Appealing as this vision may appear at first impression, one soon finds 
that the simplicity it promises is largely an illusion. To be sure, there is 
some loss of energy in having to search through a statute, administrative 
regulations, and court decisions, instead of having to study only an all- 
embracing statute. It should be borne in mind, however, that the single 
statute would have to be of considerable bulk to include all the ruies now 
found elsewhere and that comprehensive codes frequently display a tend- 
ency to grow. Furthermore, modern, commercial tax services have made 
effective strides in assembling all the rules. Of course, there are many oc- 
casions when the competent tax adviser must search beyond the services 
to form his judgment of the state of the law. But this only serves to indi- 
cate that many occasions would of necessity arise under an extensive tax 
code when research beyond its boundaries would be required to ascertain 
the law ; legislative history would often take the place of judicial decisions, 
and in all likelihood such history would frequently require reference to the 
judicial decisions forming the background of the legislation. 
compelled to give time and study to a revision, no matter how much the former law is 
improved thereby. There is another matter which should be taken into consideration in 
this connection. It happens that some of the provisions of the present law which have 
been the most poorly worded have, for that very reason, been taken to the courts for 
construction and their meaning absolutely settled. No matter how clearly the new provi- 
sions may be drawn, at least in the opinion of those who prepared them, some of them will 
be attacked in the courts. Consequently, there are those who will argue that it is better 
to take the language as it stands than to re-draft it and have it sent once more to the 
courts. In my opinion, if the whole income tax is re-written, the language ought to be put 
before the public for at least a year before being enacted into law, in order that any 


just criticism of its form may be fully considered.” Green, Simplification and the Federal 
Tax in Earned Incomes, 6 Nat. Income Tax Mac. 69 (1928). 
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While the prospective simplification to be gained by codification is un- 
certain, codification might well entail complications of its own. This is not 
the place to reexamine fully the merits and demerits of comprehensive 
codification. It is pertinent, however, to point out that under our political 
process there are apt to be difficulties in keeping the code current, and 
lapses are likely to create pockets in the law which would prove trouble- 
some. In income taxation especially the task of maintaining the code 
current would be overwhelming in view of the speedy rate at which new 
problems calling for new rules arise. It is well to observe also that shift- 
ing over to a comprehensive code would necessitate a fundamental realign- 
ment in the thinking of the tax expert, which he would hardly regard as 
simplifying his work. 

A second sense in which tax experts sometimes conceive of simplifica- 
tion is not, surprisingly, the very opposite of comprehensive codification. A 
rather common complaint is that the existing statutory law has become 
unduly heavy and uneven, with a disproportionate amount of space allotted 
to relatively unimportant matters. The ultimate of simplification in this 
respect would be a comparatively short statute which would state the 
rules of law in broad terms. The task of filling in the details would be 
left to the courts on the usual case-to-case basis or to the administrative 
agency which would promulgate rules of general application. 

As far as simplification is concerned, there might possibly be several 
advantages in moving in this direction. It has been suggested that a stream- 
lined statute would enable tax experts to grasp the anatomy of the tax law 
more easily, and that this would lead to less controversy over proper ap- 
plication of the general rules of law. Such a contention reveals a naive 
view indeed of law and people. It may be true that occasionally the bulk 
and unevenness of the income tax statute may cause a lawyer to argue 
foolishly or a judge to render a vulnerable opinion, but surely the percent- 
age of such arguments and opinions ascribable to this cause is negligible. 
After all, controversy is inherent in the application of rules to particular 
cases, and foolish arguments are inherent in the nature of people, in the 
strategy of advocacy, and in the shortcomings of education. 

A more plausible advantage of a streamlined statute would be the effect 
of eliminating low-quality detail work in the law resulting from the nature 
of our legislative process. Sometimes the legislature includes more detail 
than proves necessary, hoping to deal with all foreseeable questions ; on 
other occasions the details of the statute are tossed about because of the 
compromise aspect of the legislative process; and at times the details of 
the statute prove to be slightly askew but it is deemed impractical to 
make minor adjustments in view of the politics of legislation. 

The tax law would certainly be a better one if these pitfalls could be 











avoided, and a streamlining of the statute doubtless would tend to reduce 
their incidence. However, against this gain must be set off the prospect of 
poor detail work resulting from either judicial or administrative law- 
making. Perhaps on balance the statutory detail would prove to be inferior 
to either or both of the other types of detail, but this is by no means obvi- 
ous when one reviews portions of the existing administrative regulations 
and reconsiders various lines of court decisions. In any case, the net con- 
tribution of a streamlined statute to simplification of the whole law is not 
likely to be very extensive. 

A third concept of simplification is the improvement of the draftsman- 
ship of the tax statute. The emphasis here is not on the substance of the 
law but rather on the technique of stating it. There are several compo- 
nents of this objective. One is the elementary proposition that it is easier 
to work with a statute whose parts are arranged logically than with a stat- 
ute which is thrown together in helter-skelter fashion.? Another component 
is that appropriate cross-references within a statute make it easier to work 
with. The numbering of parts and subparts is not to be overlooked in this 
connection since a cumbersome system adds to the difficulty of working 
with the statute. And perhaps the length of sentences should be con- 
sidered.® These and other similar matters, dealing with form and not with 
substance, undoubtedly offer some prospect for simplifying the tax law, 
and the recent revision of the Code sought to take account of them. 
Nevertheless, the gains to be secured in this manner can at best be meas- 
ured only in inches, for while the older versions of the statute might have 
been defective in form, a whole generation of tax experts had a minimum 
of difficulty surmounting such nuisances. 

2 Perhaps the ultimate in expectations for simplifying the law through typographical 
and mechanical means is to be found in a discussion of the new look introduced by the 
Revenue Act of 1928: 


“The rearrangement is based upon . . . fundamental propositions: 

“First, that a decided step toward simplification could be accomplished merely by 
mechanical changes in printing. Accordingly, bold-face type is used to set out descriptive 
headings of sections and subsections, and a new system of paragraphing and indention 
produces a helpful separation of sections, subsections and paragraphs. 

“Second, that the provisions of the income tax could properly be divided into two 
classes: (a) those which applied to the ordinary transactions of the ordinary taxpayer; 
and (b) those which applied to the extraordinary taxpayer, or to the extraordinary 
transactions of an ordinary taxpayer. The first class of provisions is applicable to about 
80 percent in number of our taxpayers. These provisions have been arranged so that 
this large group of taxpayers could find practically all the provisions of interest to them, 
without wading through the entire statute for fear that there may be something there 
affecting them. The provisions of the second class have been grouped together and placed 
in supplements, following the general provisions.” Alvord, Possibilities of Future Tax 
Law Simplification, 6 Nat. Income Tax Mac. 366 (1928). Compare the technique used 
in constructing the Internal Revenue Code of 1954. 

3“, . the charge of a failure of draftsmanship is not easy to sustain. A long and 
involved sentence may well often reflect but a labored style or the stratospheric intelli- 
gence and conceit of the draftsman. But if there is a large number of factors involved 
the sentence can be simplified only by greatly expanding the statement of the provision 
and blotting out any relation of its effect to its purpose... .” Altman, A Simplification 
of the Income Tax, 22 Taxes 146 (1944). 
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This view of simplification is usually extended to include still another 
aspect of law revision. It contemplates improving the wording of the stat- 
ute so that superfluous language is eliminated and cumbersome phrases are 
replaced by simple, lucid sentences.* There may well be instances in which 
such improvements are purely formal, but it should be recognized that 
virtually every change in language might be construed as having wrought 
a change in substance.® Unless the change in language is accompanied by 
clear legislative instructions that no change in substance is intended, it is 
not safe to assume that merely a formal change has been accomplished. 
On the other hand, such instructions would impede simplification, inas- 
much as the new language could be fully understood only by looking back 
at the old language and interpretations thereof. Most revisions of statu- 
tory language therefore are likely, potentially, to introduce substantive 
changes, and simplification of the law in this manner should be judged ac- 
cordingly. 

These first three methods of obviating complexity are alike in that each 
appears initially to hold promise of simplifying the law without changing 
its substance. On further analysis, however, in each case the promise turns 
out to be illusory or trivial. The remaining means of simplification, on the 
other hand, expressly call for changes in the substantive law. 

Bringing the law into conformity with business practices or established 
ways of conducting one’s affairs is a fourth means considered by tax 
experts to simplify the law. Seemingly, life under the law would be 
simpler if the law were to correspond with life. In recent years this theme 
has been a favorite, but there has been a tendency at times to push it 
beyond its natural boundaries. 

The idea has had its greatest expression in connection with account- 
ing matters. It is plain that the tax law creates complications and misun- 
derstandings when it requires taxpayers to keep books and records that 
differ from those otherwise maintained by them. Yet its requirements are 
not entirely unreasonable. No one, to take the extreme case, would con- 
tend that it is unreasonable to compel a taxpayer to keep certain written 
business records, though it is his established practice to maintain all rec- 
ords exclusively in his head. The more moderate attack on the law is that it 
is unfair to ask taxpayers to modify their accounting methods as long as 

4“Some people say the language of the statute should be less legal: We should abolish 
verbosity and make the statute read as chastely as the Ten Commandments. This is 
easier to promise than to deliver. . . .” Paul, Simplification of Federal Tax Laws, 29 
Cornett L.Q. 286 (1944). 

5“Tt has been suggested that well directed efforts toward the elimination of surplus 
language in our income tax laws would be productive of considerable simplification. I 
have no doubt but that words and phrases in large number can be removed without 
changing in the slightest the legal effect of the statute. However, I have one word of 
caution to suggest and one request to make to the person undertaking the job: You are 
about to perform a delicate but most important operation and several months of intense 


application will be demanded, granting that you are fully qualified and equipped. And 
I would ask for an opportunity to examine the result.” Alvord, supra note 2, at 367. 
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they are adhering to recognized accounting practices. So stated, the case 
for simplification by conformity with commercial practices appears more 
practicable, but serious flaws remain. The initial question is what con- 
stitutes an established practice; and further whether a practice which is 
the result of a tax “need” shall ever be regarded as an established com- 
mercial practice. Also, there is the question of whether an established prac- 
tice can ever be changed and still remain “established.” But these trouble- 
some issues may be bypassed in the face of a more basic difficulty. 

The whole argument impliedly assumes that the goals of accepted 
commercial accounting practices and of accounting for taxation must be 
identical. This is error. While they both seek to measure and state income, 
there is no reason that the definition of income for tax and for some com- 
mercial purposes be the same. On the contrary, we may very properly and 
understandably wish to define taxable income either more narrowly or more 
broadly than a particular version of commercial income. We may, for ad- 
ministrative reasons, desire to impose uniform accounting methods on 
taxpayers who otherwise pursue diverse methods. And under our system 
of fluctuating tax rates we may especially want to prescribe more rigid 


rules of allocation than those appropriate for the functions performed by | 


commercial accounting in which the year usually has no other significance 
than that it is a convenient unit of time for summarizing operating results. 
Where any of these considerations is applicable, tax accounting must de- 
viate from commercial accounting. 

A qualification is required here, however. There have been situations 
in which certain accepted commercial accounting practices have been re- 
jected for tax purposes although not compelled by any of the considera- 
tions mentioned. In these instances simplification through greater con- 
formity to business practices would be in order. It should be pointed out, 
however, that where the deviation in accounting practices is in fact rooted 
in the definition of taxable income, the attack is not on tax accounting but 
on the definition of taxable income. In this situation the demands for 
simplification through substantive change in the law are on the same basis 
as proposed substantive changes in general; their accounting overtones 
neither add to nor detract from their merit. 

The conformity-to-business-practice theme also flourishes outside the 
accounting field. The pattern, however, is much different. Mostly it is noted 
that business or investment (or estate planning) transactions would natu- 
rally take a certain convenient or expedient course if nothing interfered; 
that the tax law penalizes this course by making it too costly; and that 
accordingly a less satisfactory and less efficient plan is adopted. Removal 
of the penalty would bring about simplification in two respects. Business 
and commercial planning would become a less complicated art, and suc- 
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cessful plans would entail less intricate maneuvering on the part of the 
principals and their advisers. 

The latter is a deceptive argument for simplification. Virtually every 
substantive rule of tax law has a tendency to regulate the conduct of those 
who are or may become taxpayers. It would be impossible to devise a tax 
which would not favor certain courses of conduct. To argue that a tax 
should not penalize a particular course of conduct is necessarily to argue 
either that the particular tax should be eliminated or that the burden of 
it should be transferred, at least in part, from some persons to others. 
What this means for simplification is clear. Eliminating the tax entirely 
would, of course, simplify the law in respect of that tax, but there is no 
assurance that the tax replacing it would create less complication. Shift- 
ing the burden of the tax from one group to another may make life simpler 
for the former, but it is equally likely to complicate it for the latter with- 
out bringing about an over-all simplification in the law. 

A fifth meaning of simplification is to make the law more certain.® A 
greater degree of certainty in the law would, it seems, simplify things in 
several respects. Presumably, the tax adviser would indulge in less guess- 
work and in turn the taxpayer would less often find himself in an unde- 
sirable position tax-wise as a result of wrong guessing as to his rights. 
Furthermore, greater certainty would probably reduce administrative and 
judicial controversy and so conserve valuable energy and talent. 

There are a number of inviting methods for increasing the certainty 
of the tax law. One is improving the technical quality of the law, con- 
sidered above. Such betterment might be said to increase certainty in the 
sense that avoidable misunderstandings are reduced, but the contribution 
thereby made to certainty would at best be minor. Another is the minimi- 
zation of conflicting judicial decisions. It is a fact that at any one time 
different jurisdictions may be operating under different judicially-created 
rules. The situation is largely the result of the overlapping and parallel 
jurisdiction of various federal courts in tax cases. To reduce the conflicts 
it is necessary either to alter the court structure, particularly at the appel- 
late level, or periodically to amend the statutory law to resolve the con- 
flicts. The former course concerns not so much our law of taxation but 
our judicial constitution ; the latter course is a move in the direction of 
comprehensive codification and to that extent shares in the limitations of 
codification that have been indicated above. 

8“To me, however, there is little of interest in any suggestion for simplifying the 
law unless it points toward a more efficient and effective method of determining, once 
and for all, tax liabilities. I would suppose that the taxpayer’s Utopia will not be dis- 
covered until every person called upon to contribute to the Government is given a 
statute under which he can compute with absolute certainty the exact extent of that 


contribution immediately upon the close of the taxable period, or better yet, immediately 
upon the beginning of the taxable period.” Alvord, supra note 2, at 367. 
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A much more important source of uncertainty seems to be the generality 
of many tax rules. Because they are not precise, uncertainty as to their ap- 
plication to particular factual situations is the consequence. The ordinary 
prescription for curing such uncertainty is to particularize the rules of 
law by explicit, subordinate rules applicable to various configurations of 
facts. Carried to the extreme, this process would call for a rule of law 
specifically applicable to every factual variation which might foreseeably 
arise. However, even an all-out attempt to accomplish this would not elimi- 
nate uncertainty.” It is virtually impossible to anticipate every combination 
of facts which might arise ; and as the number of rules increased, the likeli- 
hood of inconsistencies, gaps, overlappings, and inaccuracies of language 
would also increase. But whether or not greater particularization would 
serve to advance the cause of certainty, the very process of multiplying the 
rules would hamper simplification. More rules may give greater certainty, 
but the increase would require greater effort in learning the law and deter- 
mining its proper application. 

It is noteworthy that much of the uncertainty about general tax rules 
is self-generated. Often there is virtual certainty that particular facts will 
result in certain undesirable tax consequences, but taxpayers are eager to 
avoid these while altering the factual situation as little as possible. This 
leads to the creation of new factual situations which might not otherwise 
occur. Uncertainty thus results from experimentation to learn how much 
the facts must be changed before the original rule ceases to govern. If 
taxpayers were willing to accept the undesirable tax consequences, there 
might be no such uncertainty. But they cannot be expected to rest content 
and they are entitled to test the boundaries of the rules. Under these cir- 
cumstances new uncertainty continually results, and if uncertainty is to be 
reduced by particularization, a vast and constantly increasing number of 
subordinate rules would be required. 

Competing with more particularization as a prescription for reducing 
uncertainty is that of objectification. If the generality of a rule produces 
what is regarded as too much uncertainty, it may be because one or more 
of the factors relevant under the rule are elusive, that is, not being objec- 
tively ascertainable. If, for example, a relevant factor is the motive or 
intention of the taxpayer, application of the rule would be uncertain 
inasmuch as such “facts” have no external existence. Only physical events 
or the things which the taxpayer or others have said or done are wholly 
susceptible of objective proof; but it should be recognized that the things 

7“... Tax statutes cannot be completely immunized from the ravages of interpretation 
and uncertainty. There is a growing awareness among lawyers and others that legislative 


intention needs to be a dynamic concept and that administrative discretion has a 
legitimate interest in clarifying areas of uncertainty where interpretation may easily 


incline either way. Some measure of interpretation and uncertainty must always remain, | 


for human ingenuity is unlimited in its powers of conception.” Paul, supra note 4, at 
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which are said and done may have been said or done merely to gain favor- 
able application of the tax rule itself. If a rule is nonetheless to be applied 
on the basis of external facts alone, it would truly be a rule based on form 
rather than substance. 

Willingness to ignore substance and take account only of external facts 
would greatly simplify our income tax law. It would also result in a law 
considerably cruder and more subject to abuse. Some of the subjective 
factors that are relevant under the present law are inherent in any so- 
phisticated concept of net income. Such is the case, for example, of inten- 
tion or motive in distinguishing between expenditures of a business nature 
and those of a personal nature. Of course, it would be possible to ignore 
motive or intention and consider only whether payment of an item was 
made out of a business or a personal bank account. The crudity of such a 
formal rule is apparent. It is only slightly less evident that before long all 
well-advised persons would pay all expenses from their business accounts. 
Little imagination is required to see that soon the unreality and unfairness 
of the result (especially to persons not well-advised) would bring the in- 
come tax into further disrepute and endanger its continued acceptance by 
the public. 

Objectification has another facet which consists of quantifying rules. 
A considerable group of existing rules lack objectivity because they con- 
tain terms of degree which have no precise, numerical references. In this 
category are such terms of degree as “substantially,” “primarily,” ‘“essen- 
tially,” and the like. Patently, there will always be some uncertainty in 
using these as yardsticks in measuring tax consequences, although time 
and practice frequently impart to them a surprising amount of concrete- 
ness for the skilled tax practitioner. To objectify the rules and eliminate 
the uncertainty it would seem that replacing the terms of degree with 
exact mathematical quantities is all that is required. As a by-product, it 
would appear that the rules would then become more accessible to the less 
experienced practitioners. 

But it would be hasty to conclude that increased quantification necessar- 
ily results in simplification. In some situations, when a start is made in 
expressing rules in arithmetical terms, it is found that completeness or 
logic calls for using other such terms and relating them by means of 
formulas. Many tax experts clearly do not find mathematical language or 
operations wholly congenial. An increase in their use is not likely to be 
universally acclaimed as an aid to simplification of the tax law, except 
perhaps by trained accountants and kindred souls. Furthermore, there can 
be no assurance that the certainty sought by mathematical objectification 
will be achieved. Even when the formula is stated with precision, which is 
certainly not always the case, it will not be self-executing. The possibility 
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that uncertainty as to application of the formula will replace the uncer- 
tainty which the formula was designed to avoid is ever present. 

A sixth meaning of simplifying the law is the lessening of the volume 
of rules and decisions by reducing the number of distinctions attempted 
to be drawn. Every rule of substantive tax law is essentially an effort to 
state a distinction which might have dollar consequences for taxpayers. 
Conversely, to be effective every distinction must be embodied in a rule. 
It follows that the dimensions of the law can be contracted by reducing 
the total number of distinctions made. 

There are only two ways of accomplishing contraction, and they offer 
a sharp contrast. One method is to retain all main distinctions now in the 
law and to effectuate the over-all reduction by minimizing the number of 
subordinate ones. Since the generic distinctions (for example, that between 
ordinary income and capital gains and between realized and unrealized 
gains) would be preserved, the underlying conception of income would 
remain unchanged. In the case of each of these broad distinctions a con- 
siderable number of subordinate rules defining the principal distinction has 
been developed. By defining the underlying distinctions in more general 
terms and eliminating subordinate rules, the structure of the law would 
become correspondingly smaller and simpler. 

To illustrate this process, consider one segment of the widely-ramify- 
ing distinction between ordinary income and capital gains. This major 
distinction calls for differentiating between capital gains or return of capi- 
tal, on the one hand, and interest on capital, on the other. In drawing this 
lesser distinction the current law makes a subsidiary distinction (1) be- 
tween discount bonds and coupon bonds; (2) between where coupon bonds 
are held and where they are sold; and (3) between where they are sold 
with interest in arrears and where they are sold during a coupon period 
but without arrearage. With all these distinctions—and these are merely 
representative of a much larger array—the line separating capital gains 
and interest is a very fine one. In place of the several distinctions men- 
tioned, there could be substituted the single rule that only receipts flowing 
to the taxpayer while he held the bond are interest, all other items repre- 
senting a return of capital or capital gain. 

The attainment of simplicity by this process must rest largely on an 
increased reliance on form. In this respect the process is like objectification. 
Greater dependence on form, as noted supra, necesarily results in broader 
distinctions and therefore a less subtle law. The ability of taxpayers to 
improve their tax positions without materially altering their affairs is al- 
most invariably increased, and the impact of tax law on conduct is per- 
force bound to be curious. These are the consequences of relying on form 
to control. 
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The second method to reduce the volume of distinctions is the diametric 
opposite of increased formalization. It consists of minimizing distinctions 
by eliminating wherever possible the tax difference implicit in a dis- 
tinction. To an extent this process can be carried on without disturbing 
the main structure of the existing tax law. No radical change in the pre- 
vailing concept of taxable income, for example, would be entailed in 
cutting out the deduction for extraordinary medical expenses (or other 
personal expenses), and it is manifest that such an amendment would 
completely eliminate one small portion of the law which has become in- 
creasingly complex. But as important as these contributions to simplifica- 
tion might be, there is a definite limit to the amount of neutralization 
which can be accomplished without introducing some major changes in 
the concept of income. Many of the distinctions which now exist are the 
result of a few underlying distinctions which hold key positions in the 
architecture of the tax law. Far-reaching neutralization would call for in 
eradicating those germinal distinctions which are not essential to a broad 
conception of net income. Thus, the tax differential between income 
and capital gain would be removed; there would be no difference in the 
treatment of gains now considered as realized and those considered as not 
realized ; and the tax would not be affected by whether an item was ac- 
counted for in one year or in the next.* As each primary distinction were 
discarded, subordinate rules thereunder would disappear. The only dis- 
tinctions remaining would be those required to define net income in its 
broadest and most general sense.° 

While increased reliance on form entails a simpler definition of taxable 


8“Simplicity in modern taxation is a problem of basic architectural design. Present 
legislation is insufferably complicated and nearly unintelligible. If it is not simplified, 
half of the population may have to become tax lawyers and tax accountants. Present 
laws are marvelously well built. But they are abominable architecturally. They lack 
structure or sound foundational plan... . 

“As regards personal income taxation, which mainly concerns us here, it is easier 
to promise simplification than to deliver it. It can, we believe, be delivered in large 
measure. ... 

“Four general prescriptions may be offered in passing: 

“1. We should greatly reduce present emphasis on the year as an accounting 
period. . 

"2 We should avoid arbitrary special treatment for any particular kind of income 
or deduction. There should be no special-interest dispensations in the prescribed methods 
of income-determination. .. . 

“3. We should stop tax avoidance by simple, fundamental measures, instead of 
constantly diverting the avoidance stream from particular channels by legislative gadg- 

-. 

“4° We should not perpetuate or multiply temporal categories in the law. va 
Stmons, FeperaL TAx Rerorm 28-30 (1950). 


®The most comprehensive definition of personal income probably is this: 

“Personal income may be defined as the algebraic sum of (1) the market value of 
rights exercised in consumption and (2) the change in the value of the store of property 
rights between the beginning and end of the period in question. In other words, it is 
merely the result obtained by adding consumption during the period to ‘wealth’ at the 
end of the period and then subtracting ‘wealth’ at the beginning.” Srmons, PERSONAL 
Income Taxation 50 (1938). 











income, the neutralization method calls for a highly sophisticated concept 
of taxable income. Dependence on form requires defining income in terms 
of the physical aspects of transactions or events. Neutralization of dis- 
tinctions, on the other hand, requires a definition of income in terms of 
net change in the economic positions of taxpayers over a relatively long 
period of time. In theory it would be possible to create a system which 
would bring virtually all items of economic enhancement into the tax 
equation without any distinctions among them; and in theory an almost 
perfect averaging system could be designed so that time-differences were 
almost wholly neutralized. This theoretical model would embody a mini- 
mum of distinctions and hence a minimum of rules, and in this respect it 
would be the ultimate in simplicity.*” However, a tax law that approached 
perfect neutrality in this sense would carry with it great administrative 
burdens. Certain items of value, such as the use value of some consumer 
durable goods, could not be brought into the tax equation without admin- 
istrative difficulties out of all proportion to the total values involved. And 
a model averaging system would itself be most complicated and difficult 
for the average taxpayer to understand. These drawbacks would more 
than offset the gain in simplification which the theoretically near-perfect 
system would produce by way of minimizing the size and superstructure 
of the law. 

This suggests that neutralization as a method of simplification has 
its limitations and would require striking a balance. The definition 
of taxable income could be altered.to conform to the economic concept 
of income, but only to the extent that new administrative complexities 
do not result which are out of all proportion to the dollar values involved. 
Even with this compromise the emerging definition of income undoubtedly 
would be comprehensive and sophisticated, at least when compared with 
the present definition or with that which would prevail if simplification 
were sought through the process of more formalization. In any event, the 
resulting tax law would be considerably simpler than the present version. 
This gain obviously would be at the expense of taxpayers who benefit by 
existing distinctions which would be neutralized. 

Tax literature abounds in statements that neutralization of distinctions 
would result in a less refined income tax. This, of course, is merely re- 


10 See especially StmMons, op. cit. supra note 9, and Vickrey, AGENDA FOR PROGRESSIVE 
TAXATION (1947). 


11“ A little reflection inescapably leads to the conclusion that simplicity and ‘its 
attendant consequences almost invariably jeopardize the interests of taxpayers. For it 
can be asserted almost without qualification that the bulk of the income tax sections, 
and certainly all of the longer provisions, are for their benefit. The tax could be 
written with but five essential substantive sections. All of the rest of the statute is for the 
relief of the taxpayer. . . .” E1rcnowz, Should the Federal Income Tax Law Be 
Simplified? 48 Yate L.J. 1204 (1939). Perhaps it should be added that so-called relief 
provisions indirectly penalize those who do not qualify for the relief. 
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dundant if every distinction in the law is viewed as a refinement. Usually, 
however, the statement is intended to assert that a precise measure of 
ability to pay taxes requires taking differential account of such factors as 
the sources of income, the personal situation of the taxpayer, the form in 
which income is received, and so forth.’* There can be no doubt that dif- 
ferentiating between these factors would create a more intricate measure 
of ability to pay and a more complex tax law. But a more involved 
yardstick is not necessarily a better or more desirable one. In comparing 
the relative incomes of persons for tax purposes, it is far from obvious 
that a single, general concept of economic augmentation is inferior to an 
elaborate construct. While the latter may be more refined as a measure, it 
may not be more equitable or sounder. What constitutes the best or fairest 
base for an income tax is a central problem of economic justice, a factor 
which lies outside an analysis of simplification. Here it need only be noted 
that the question is still open to debate, and it is not conceded that neu- 
tralization of many distinctions in the law would reduce its over-all fair- 


ness.2* 


12 The classic form of the statement is contained in Sir Josiah Stamp’s testimony 
before the British Royal Commission on the Income Tax: 


“It may not be out of place ... to register a deliberate opinion that the clamour for 
a simple Income Tax, which he who runs may read, is an absurd one. In many particulars, 
not always the most important, the existing chaos of rules can indeed be greatly simpli- 
fied, but if the tax is to be so highly subjective as to reflect every slight difference in 
ability, on grounds of aggregate amount of income, marital condition, family responsi- 
bility, character of income, elements of capital, origin and source of profits, and all the 
other differentie which are now urged, then, unless it is to be reduced to the status 
of a voluntary offering, it must be a complicated system. 

“The United States had a full opportunity to get a simple system, having no previous 
commitments, and the great advantage of a prolonged study of other nations. Within 
a few months there were widespread complaints that the law and system were ‘irri- 
tatingly incomprehensible.’ In 1915 I was prompted to write, “There is the usual failure 
to see that modern life and modern commerce are so complex and diversified that to 
expect a tax form which shall read like a pill advertisement on the railway, and yet 
close down upon every case, is asking for the moon.’ ” T Report oF Royat Com- 
MISSION ON THE INCOME TAx, MINUTES oF EVIDENCE 457, §9581 (1920). 


13 This is not to deny that both here and in England the prevailing view is that 
increasing the number of distinctions tends to increase the fairness of the tax. 


“We have been guided also in our deliberations by a desire that the machinery of 
taxation should not be made more complicated, but that it should be simplified at any 
point where simplification is consistent with justice and common sense. A plea for 
simplicity was made by a great number of witnesses, some of them experts in dealing 
with Income Tax matters on behalf of the public, but we found their suggestions 
generally vague and indefinite. They were either unable to give us concrete or definite 
proposals, or, where they did make proposals, we found that to adopt them would 
be to do injustice to taxpayers whose peculiar circumstances would not have been 
recognized, or to expose the Revenue unnecessarily to the risk of loss. We have formed 
the opinion that in Income Tax matters simplicity is not the sole object to be aimed at, 
and that the price that would have to be paid for a simple Income Tax could not be 
justified.” Id. at 140, §649. Compare Paul, supra note 4, at 292: “A good deal of 
additional simplification in tax returns is possible if changes are made in the law to 
simplify the concept of income. . This would make compliance easier and would 
reduce taxpayer irritation. The changes in the law necessary for extreme simplification 
of returns would reduce the fairness of the tax. However, it may well be that the 
simplicity gained would offset the equity lost. = 
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In completing this review of the meanings of simplification, particular 
mention should be made of the tax lawyer’s frequent plea for consistency 
of theory in the law. It is often asserted that if a sector of the law were 
premised on a single theory instead of on two or more competing theories, 
the resulting law would be simpler ; there would be fewer conflicting rules; 
and it would be easier to remember them and to predict their application 
to novel situations. By way of illustration, it is urged that the income 
derived from a partnership should be taxed on either the aggregate or 
entity theory but not on rules based on a combination of the two; or that 
a trust should be taxed exclusively on the conduit theory. There is no 
doubt that a single theory in any area creates a simpler law. What may 
not be realized, however, is that adherence to a single, consistent theory is 
a miniature of the goal sought by neutralization. In the final analysis, 
neutralization seeks to impose a single theory on the whole of the income 
tax by defining taxable income broadly enough to include most elements 
which affect the economic position of taxpayers and to treat each dollar 
of value as equivalent to every other dollar of value. 

This analysis of simplification points to several conclusions. No great 
contribution to reducing the complexity of the law can be expected through 
formal changes which leave the substance of the law untouched. Substan- 
tive changes which are designed to clarify the law by adding new dis- 
tinctions and therefore new rules might be regarded as simplifying the 
law, but they might also be viewed as complicating it by increasing its 
bulk. Only the blunting or neutralizing of distinctions can be considered 
as unequivocally accomplishing simplification. Under the circumstances, 
why is the tax expert interested in having the law simplified ? 

There are obvious disadvantages to the tax expert in having uncertainty 
in the law. He is compelled to spend more time in determining proper 
advice for his clients; he is under a greater strain in making decisions 
where the latitude for his discretion is greater ; he experiences frustration 
because he is not able to give unqualified and sharply delineated answers; 
and he is troubled because uncertainty increases the risk of litigation or 
administrative controversy for his clients. Often these anxieties stem from 
the constant pressure under which tax practitioners labor to eliminate as 
much as possible any tax risk to clients. Still it is hard to believe that 
these considerations have more than a fleeting impact on the professionals, 


and that they are sufficient to account for any lively interest in simplifying 


the law. 

It is even more difficult to feel that the expert cares about having dis- 
tinctions neutralized. There are real advantages to the community in 
having the architecture of the tax law made as simple as the nature of 
the tax permits. Administrative controversy could be substantially reduced ; 
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tax returns could be made considerably simpler; and there could be an 
over-all conservation of human energy. Equally important, the taxpayer 
and his adviser could have a better understanding of the distribution of 
the tax burden and be in a better position to assess the fairness of the tax. 
These would be significant gains for the community at large, and it is 
their absence which marks the real evils of a complicated income tax law. 
But, as noted, these elements are only at the periphery of the expert’s 
interest in simplification ; his primary concern is with the specific rules of 
law. The uninitiated may have cause to complain about the multiplicity of 
distinctions in the law but the expert is acquainted or familiar with them. 
Many of the distinctions, moreover, came into the law in response to the 
efforts of tax experts, under pressure from clients, to test the boundaries 
of existing rules. In this respect much of the complexity in the law is a 
continuing monument to the ingenuity exercised by the profession in the 
past. Would it not be out of character, under the circumstances, for the 
professional to protest against the abundance and variety of distinctions 
in the law? 

In the final analysis, we are left with a paradox. Tax experts occasion- 
ally display considerable enthusiasm for simplifying the law despite their 
intellectual, if not financial, investment in the existing state of the law. 
The expert has learned to operate with the law and unless any change 
diminishes the volume of his professional work, simplification of the law 
can hardly reduce the mental exertion required of him. Thus, it would 
almost seem that when the expert favors simplifying the law he is seek- 
ing to benefit not himself but those who are not competent in operat- 
ing under existing law. For the professional, the change entailed in simpli- 
fication can mean only less work for clients or more study for himself. 

Cynicism might suggest that in endorsing simplification the professional 
is not serious or does not comprehend what a significant degree of sim- 
plification would entail. A skeptic might suggest that those who manifest 
an interest in simplification are not the real experts. A sympathizer might 
suggest that the professional is concerned with simplification because an 
orderly mind is disquieted by complexities seemingly due to imperfec- 
tions in the logic or symmetry of the law. An idealist might suggest that 
the professional is acting not in his capacity as expert but as a superbly 
informed citizen who subordinates his private interest to the public good. 
Perhaps a more moderate interpretation would come closer to the truth. 
There are very few subjects in taxation on which the practicing expert 
can speak out publicly in a statesmanlike fashion and on a high intellectual 
level, with assurance that no one will thereby be antagonized. Simplifica- 
tion of the law is perfectly tailored to these requirements. 
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Notes 


Income Tax Consequences of the Assignment or Cancellation of a 
Leasehold. The present era of high surtax rates on ordinary income and 
the increasing disparity between such rates and the rates applicable to capital 
gains have given unprecedented attractiveness to the provisions of section 117 
of the Code.’ It is not within the scope of this paper to attempt a comprehen- 
sive examination of the divers transactions which might be appropriately char- 
acterized as the “fringe” area of capital transactions. It will be confined to a 
discussion of the tax consequences which arise when a lessee, rightfully in 
possession, receives a consideration for the assignment, surrender, or cancella- 
tion of his lease prior to the expiration date thereof either from the lessor or 
from another. 

Two principal problems resulting from such a transaction are: 

(1) Shall the amount received by the lessee be treated as ordinary income, 
or shall it be treated as capital gains received from the sale or exchange of a 
capital asset, including section 117(j) assets? 

(2) Shall the payor treat the amount paid as a business expense currently 
deductible or as a capital expenditure, and if as the latter, over what period 
of time shall the expenditure be amortized ? 


CAPITAL GAIN OR ORDINARY INCOME TO THE RECIPIENT? 


Section 117(a) broadly defines “capital assets” as “property held by the 
taxpayer” and then proceeds to exclude therefrom specified classes of property. 
First enacted as section 206(a)(6) of the Revenue Act of 1921,? it was 
amended in 1938 to exclude from the definition of capital assets property held 
in the taxpayer’s trade or business subject to the allowance for depreciation.* 

The Commissioner conceded under the 1921 Act that gains derived from 
the sale of a leasehold interest were taxable as capital gains,* but where the 
leasehold was deemed to have been held by the taxpayer in his trade or busi- 
ness, the exception introduced by the Revenue Act of 1938 was held applicable, 
and the gain taxable as ordinary income.® The theory of both the Board of Tax 
Appeals and the Circuit Court was that the exception set forth in section 
117(a)® related to property of a type on which depreciation would be allow- 
able if a basis therefor existed. The fact that a particular taxpayer had no 


1 Now amended and renumbered as sections 1221 et seq. of the Internal Revenue Code 
of 1954. Text references to sections of the Internal Revenue Code are all from the 1939 
Code, as all the cases were decided under those sections. 

2 Sec. 206(a) (6) of Revenue Act of 1921. See H.R. Rep. No. 350, 67th Cong., 1st Sess. 
(1921). 

3 Sec. 117(a) of Revenue Act of 1938. 

4A. W. Henn, 20 B.T.A. 1133 (1930). 

5 John D. Fackler, 45 B.T.A. 708 (1941), aff'd, 133 F.2d 509 (6th Cir. 1943). 

6 Now I.R.C. §1221 (1954). 

257 











258 TAX LAW REVIEW [ Vol. 10: 


basis or a basis of zero and thus was actually unable to benefit from a depre- 
ciation deduction was considered irrelevant.? 

The Revenue Act of 1942 added another class of property to the excep- 
tions contained in section 117(a), i.e., real property held in the taxpayer’s trade 
or business.§ This amendment seemed to fortify for the future the result 
reached in the Fackler and 512 West 56th Street cases, where the issue was 
the proper construction of section 117(a) alone. But that same Act also intro- 
duced section 117(j), which allowed gains from the sale or exchange of real 
property or depreciable property held in the trade or business to qualify for 
capital gains treatment. Thus, for tax years covered by the 1942 Act or 
subsequent legislation, where the gains described in section 117(j) exceed the 
losses therein enumerated, the issue has been solely whether a sale or ex- 
change has occurred.° 

In Commissioner v. Golonsky™ the taxpayer, a lessee, received a sum of 
money from the lessor, the owner of the fee, to vacate and surrender the 
premises prior to the expiration date of the lease. The Commissioner conceded 
in the Tax Court? that had the taxpayer received the money from a third 
party as consideration for an assignment of the lease, capital gain would have 
resulted.13 The Commissioner nevertheless insisted that this taxpayer had re- 
ceived ordinary income, arguing that this transaction constituted a cancella- 
tion rather than a transfer in view of the common law rule of merger and 
extinguished the lesser interest. 

The Tax Court, with two judges dissenting, decided in favor of the taxpayer, 
and the Third Circuit Court of Appeals affirmed. The Third Circuit Court felt 
that there was no valid reason to treat this taxpayer differently from a lessee 
who transfers his interest to a third person or from a life tenant who trans- 
fers his interest to a remainderman,! both of whom would be considered to 
have received capital gain, and it held that the term “sale or exchange” is broad 
enough to include also a transfer in favor of the lessor, the common law con- 
cept of merger and extinguishment of the lesser interest not controlling. 

The fact-pattern in the Golonsky case was the reverse of that in Hort v. 


7512 West 56th Street Corp. v. Comm’r, 151 F.2d 942 (2d Cir. 1942) ; Clare A. Pekras, 
2 TCM 195 (1943), aff'd, 139 F.2d 6°9 (6th Cir. 1943), cert. denied, 322 U.S. 739 (1944). 

8 Sec. 151(a) of Revenue Act of 1942; IL.R.C. §117(a) (1939), now §1221 (1954), 

9 Sec. 151(b) of Revenue Act of 1942; I.R.C. §117(j) (1939), now §1231 (1954). See 
H.R. Rep. No. 2333, 77th Cong., 2d Sess. 53, 97 (1942). 

10 See I.T. 3693, 1944 Cum. Butt. 272. 

11 200 F.2d 72 (3d Cir. 1952), cert. denied, 345 U.S. 939 (1953). 

12 Jsadore Golonsky, 16 T.C. 1450, 1451 (1951), aff'd, 200 F.2d 72 (3d Cir. 1952), cert. 
denied, 345 U.S. 939 (1953). 

13 58th Street Plaza Theatre, Inc., 16 T.C. 469 (1951), aff'd, 195 F.2d 724 (2d Cir. 
1952), cert. denied, 344 U.S. 820 (1952); Walter H. Sutliff, 46 B.T.A. 446 (1942); 
A. W. Henn, note 4 supra. 

14 Jd. 

15 Allen v. First Nat. Bank & Trust Co., 157 F.2d 592 (Sth Cir. 1946), cert. denied, 
330 U.S. 828 (1947) ; McAllister v. Comm’r, 157 F.2d 235 (2d Cir. 1946), cert. denied, 
330 U.S. 826 (1947) ; Bell’s Estate v. Comm’r, 137 F.2d 454 (8th Cir. 1943). 
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Commissioner,*® where the lessor had received a sum from the lessee as 
consideration for the cancellation of an onerous lease, and the gain to the 
lessor was held to constitute ordinary income. The Hort case was distin- 
guished by the Third Circuit Court in the Golonsky case because Hort had 
received a substitute for or an advance payment of an income item, the rent 
he would have received from the tenant absent cancellation. Golonsky, on the 
other hand, had received the purchase price of a leasehold interest. This dis- 
tinction between the gain to the lessor and the gain to the lessee on cancella- 
tion of a lease was well stated in a recent Tax Court decision.17 The income 
received by the lessor is derived from the underlying property, and the lease 
as to the lessor is merely a right to future rental payments. The lessee, on 
the other hand, is vested by virtue of the lease with an interest in real property, 
and in cancelling prematurely he transfers this interest to the lessor, just as 
surely as he does when executing an assignment of his lease to a third person. 

Commissioner v. Starr Bros.3®& which was decided by the Second Circuit 
Court shortly after the Third Circuit Court had decided the Golonsky case, 
is worthy of mention here. The taxpayer, holding an exclusive agency contract 
to market the products of a manufacturer in a specified city, received a sum 
from the manufacturer as consideration for the termination of this contract. 
The decision of the Tax Court?® that the sum received was capital gain was 
reversed by the Second Circuit Court, which held that although the interest of 
the taxpayer in the contract constituted property, even assuming arguendo 
that it was a capital asset, the rights under this contract simply vanished and 
ceased to exist upon termination. There was held to have been no transfer of 
anything from the taxpayer to the other party to the transaction and hence 
no sale or exchange. 

Although the transaction in issue in the Starr Bros. case differs somewhat 
from the cancellation of a leasehold, the Golonsky case was cited in the tax- 
payer’s brief. The Second Circuit Court expressly disapproved of the result 
in that case, and stated that in its opinion the Third Circuit Court had too 
broadly construed the words “sale or exchange” contained in the statute. The 
Court also expressed its disapproval of Jones v. Corbyn,?° where the Tenth 
Circuit Court had held that a sum received as consideration for the cancella- 
tion of an exclusive agency contract was taxable as capital gain.*? 


16 313 U.S. 28 (1941). 

17 Arthur T. Galt, 19 T.C. 892 (1953), aff'd in part and rev'd in part, 545 CCH 99457 
(7th Cir. 1954). 

18 204 F.2d 673 (2d Cir. 1953). 

1918 T.C. 149 (1952). 

20 186 F.2d 450 (10th Cir. 1950). See also Burger-Phillips Co. v. Comm’r, 126 F.2d 934 
(5th Cir. 1942) (amounts forfeited by purchaser on cancellation of contract governing 
sale of real property, held capital loss) ; Henrietta B. Goff, 20 T.C. 561 (1953), aff’d, 212 
F.2d 875 (3d Cir. 1954) (release of contract restricting use of machinery) ; Elliott B. 
Smoak, 43 B.T.A. 907 (1941) (release of exclusive insurance agency contract). 

217.R.C. §1241 (1954) reads: “Amounts received by a lessee for the cancellation of a 
lease, or by a distributor of goods for the cancellation of a distributor’s agreement (if 
the distributor has a substantial capital investment in the distributorship) shall be con- 














260 TAX LAW REVIEW [ Vol. 10: 


In view of the foregoing, Commissioner v. McCue Bros. & Drummond” 
seems to indicate a sudden and strong change in the attitude of the Second 
Circuit Court toward a broad application of the term “sale or exchange.” That 
case was much weaker in its argument for capital gains treatment than was 
the Golonsky case. The taxpayer was a statutory tenant whose lease had ex- 
pired several months prior to the transaction in question. It was entitled to 
remain in possession under emergency rental legislation of the State of New 
York, which merely provided that such tenant, as long as it continues to pay 
the agreed rental, may not be evicted, except on certain specified grounds not 
relevant here.** The taxpayer had been in possession of the preraises since 
1928 under various leases, the last of which had been for a term of three 
years. The lessor paid the taxpayer a sum to vacate the premises. 

The Tax Court** held that the statutory right to remain in possession con- 
stituted property, and that the surrender of this possession to the lessor for a 
monetary consideration was the sale of a capital asset.2° The affirmance of 
the Second Circuit Court, written by Judge Augustus Hand, again cited the 
Golonsky case, but this time with approval, and held that case indistinguish- 
able from the case at bar. The fact that the taxpayer held possession under a 
statute rather than under a lease was deemed irrelevant. In distinguishing 
Commissioner v. Starr Bros., the Court stated that in the Starr Bros. and 
other cases concerning the surrender of mere contractual rights, where the 
gain is generally held to constitute ordinary income,”® there were relinquish- 
ments rather than transfers and the subject-matter of the transaction simply 
vanished. Judge Hand considered the tenant’s right to possess the premises 
to be a more substantial property right which did not simply disappear but 
was transferred over to the other party to the transaction. 

In Commissioner v. Ray** the owner of real property found himself unable 
to sell the fee because of a restriction on the use of the premises contained 
in the taxpayer’s lease. The taxpayer received a sum as consideration for a 
modification of his lease striking out the offending covenant. The lease con- 
tinued otherwise in force, and the lessee remained in possession under the 


sidered as amounts received in exchange for such lease or agreement.” This appears to 
assure for future taxpayers a share in Mr. Golonsky’s victory. It also makes somewhat 
more flexible the rule in distributorship cases, permitting capital gains treatment where 
the distributor’s interest in the contract includes a substantial investment of capital. 

22210 F.2d 752 (2d Cir. 1954). 

23 New York Laws 1945 c. 314, §8. 

2419 T.C. 667 (1953), aff’d, 210 F.2d 752 (2d Cir. 1954). 

25 The Tax Court decision illustrates the practice prevalent since the enactment of the 
Revenue Act of 1942 to describe broadly all section 117 assets as capital assets, whether 
the applicable subsection be (a) or (j). 

26 Comm’r v. Starr Bros., 204 F.2d 673 (2d Cir. 1953); Hale v. Helvering, 85 F.2d 
819 (D.C. Cir. 1936) ; Galvin Hudson, 20 T.C. 735 (1953), on appeal, 6th Cir.; Pat N. 
Fahey, 16 T.C. 105 (1951). See also Helvering v. William Flaccus Oak Leather Co., 313 
U.S. 247 (1940) ; Estate of Remington, 9 T.C. 99 (1947). But cf. Jones v. Corbyn, 186 
F.2d 450 (10th Cir. 1950) ; Henrietta B. Goff, note 20 supra; Elliott B. Smoak, note 20 
supra. See note 21 supra. 

27210 F.2d 390 (5th Cir. 1954). 
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lease as modified. The Tax Court?® held that the taxpayer had received capital 
gain, on the theory that the subject of the transaction was a covenant running 
with the land and the relinquishment thereof a sale of property within the scope 
of the capital gains provisions of section 117. This result was fully approved 
by the Fifth Circuit Court in a short opinion which cited the Golonsky case 
as authority. 

It is submitted that the Golonsky case is authority neither for McCue Bros. 
& Drummond nor for Ray. Both cases represent unwarranted extensions of 
capital gains treatment to transactions far different from anything conceived of 
by Congress when enacting section 117 and well outside the scope of the 
evil existing and the remedy sought.?® 

In the Golonsky case, the lessee transferred a chattel real, the remaining 
term of his leasehold estate. Prior to the transfer the lessor owned the fee 
less the remaining term of the leasehold. On completion of the transaction the 
estate of the lessor had been increased to the extent of the lessee’s previous 
interest, the remaining term of the leasehold. In McCue Bros. & Drummond 
the taxpayer’s lease had expired and it owned no further interest or estate 
in the premises. The applicable legislation did not purport to give the tax- 
payer an interest or estate in the premises but merely prohibited its eviction, 
thus protecting its continued possession and nothing more.*® A statutory ten- 
ant’s right is only protection from ouster as long as he remains in possession. 
Unlike a lessee with a term, such a right has no future existence or value, 
vanishing and ceasing to exist when the tenant chooses no longer to avail him- 
self of the protection of the statute. This choice is executed by the simple unilat- 
eral act of vacating the premises. 

This is essentially what occurred in the McCue Bros. & Drummond case. 
No right to future possession was transferred, since the tenant never had 
any such right or interest. Current occupancy was not transferred over, since 
the tenant was entitled to such occupancy only while it remained in possession 
of the premises, and the right thereto automatically went to the landlord, as 
owner of the fee, without benefit of any prior transaction, when the tenant 
left. To state the facts simply and accurately, the tenant moved out and 
the landlord, because he was the fee owner and not because of any “transfer” 


28 Louis W. Ray, 18 T.C. 438 (1952), aff'd, 210 F.2d 390 (5th Cir. 1954). 

29 See H.R. Rep. No. 350, 67th Cong., 1st Sess. (1921). The principal purpose behind 
the capital gains provisions was to prevent bunching of income and to avoid discouraging 
sales of the type of item which normally comes within the accepted concept of capital 
assets and where timing of the sale and the very making of the sale of which are usually 
within the uncontrolled discretion of the owner. 

80 New York Laws 1945 c. 314, §8 reads in part as follows: “So long as the tenant con- 
tinues to pay the rent ... no tenant shall be removed from any business space . . . notwith- 
standing that such tenant has no lease or that his lease . . . has expired... .” While for 
purposes of determining the rights of the tenant as against the landlord, the construction 
by the state courts of their own statute is conclusive, the nature of the transaction in 
McCue Bros. & Drummond v. Comm’r for purposes of federal taxation must be inde- 
pendently determined, free of any common law concepts respecting real. property which 
may prevail in any given state. 














to him, had thereafter the sole right to possession. There having been no lease 
effective under non-statutory rules of law, it must be conceded that any rights 
of the tenant must arise from the statute. It is difficult indeed to see what part 
of the statutory benefit of the tenant was “sold” by it to the landlord. It is 
submitted that there was none, and that it is far more realisic to attribute the 
payment in the McCue Bros & Drummond case to consideration for the act 
of the tenant in vacating the premises than to speak of it as the price paid for 
property or to say, as the Court did, that the taxpayer “owned” the right 
to possession and “sold” it to the landlord.** 

The Ray case is justified neither by virtue of the Golonsky case nor on 
its own merits. Stating the case for the taxpayer in its strongest light, land 
was released from a restriction embodied in the terms of the taxpayer's 
lease ; there was no surrender of possession. It is taking an extreme position 
indeed to say, as the Court did, that an interest or estate in property changed 
hands. Assuming that the restriction was a covenant running with the land, 
on completion of the transaction this limitation simply ceased to exist. Prior 
to the transaction in question no one could lawfully use the land in a certain 
specified manner. While the owner did have the right so to use the premises 
after the transaction, the taxpayer never had this power, being vested merely 
with the negative privilege that no one else should do so. Thus, nothing that 
the taxpayer had ever owned or possessed passed to the landlord, the entire 
transaction constituting no more than a modification of the lease. A clause, 
not relevant to the taxpayer’s term or rights of occupancy but which restricted 
the use by another of a part of the premises other than the part occupied by 
the lessee Ray, was stricken. To characterize such a release as a sale or 
exchange of a capital asset is an unduly broad interpretation of the statutory 
requirement of a sale or exchange. 

It is difficult to see why the same reasoning could not with equal facility 
so characterize almost any transaction involving the cancellation of some 
intangible contractual right, constituting such act “property” of the holder 
thereof. The surrender of contractual restrictions on the sale or use of a manu- 
facturer’s products,** or on a fixed price to be paid to a corporation wherein 
the contracting taxpayer owns stock,** notes,3* or a judgment,*® is essentially 
no more difficult to consider a “sale or exchange” than is the transaction in 
the Ray case. The Ray case involved essentially the relinquishment of a legal 


31 Although Hand, J. stated that he could see no difference between the facts of 
McCue Bros. & Drummond and an assignment by the lessee to a third person, there are 
in fact important differences, not the least of which is that in the latter case the assignee 
would receive by the assignment precisely that which had been previously held by the 
assignor. 

382 Comm’r v. Starr Bros., note 26 supra. But see note 21 supra. 

83 Charles E. McCartney, 12 T.C. 320 (1949). 

84 Bingham v. Comm’r, 105 F.2d 971 (2d Cir. 1939). Cf. Estate of Lehr, 18 T.C. 373 
(1952) ; Conrad N. Hilton, 13 T.C. 623 (1949) ; Wesley Benner, 2 TCM 560 (1943). 

85 Galvin Hudson, note 26 supra; Matilda S. Puelicher, 6 T.C. 300 (1946). 
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right more analogous to ordinary contractual rights than to the surrender or 
transfer to another of a leasehold estate.** 


THe Proper MANNER TO DepucT PAYMENTS MADE As CONSIDERATION 
FOR THE SURRENDER OF A LEASEHOLD 


One who pays a sum for the surrender to him of a leasehold interest, whether 
he be the landlord or another, is entitled to receive recognition tax-wise for 
the payment. The question has arisen, however, as to the permissible manner 
in which he may take such payment into account. 

In Higginbotham-Bailey Logan Co.** the taxpayer, owner of the fee, re- 
quired the premises for the carrying on of its own business. Payment to the 
lessee as consideration for the surrender of the premises prior to the expira- 
tion date of the lease was held to be an ordinary and necessary business 
expense, fully deductible in the tax year of payment. This result has been con- 
sistently rejected in subsequent cases,** and the Higginbotham case has been 
frequently cited with disapproval.*® 

Higginbotham seems to be in error and is quite properly rejected. The 
paying taxpayer receives an interest in real property which it did not possess 
immediately prior to the transaction. This interest has a measurable life and 
is a wasting asset of the type subject to allowance for depreciation.*° To avoid 
inconsistency in respect of those cases involving tax treatment of the recipient, 
it must be held that the taxpayer, in the ordinary case, has bought a leasehold 
and should depreciate it over its useful life, the remaining unexpired term. This 
is the view taken by the courts, and it is now well-settled law.*! These cases 
are clearly distinguishable from those involving a payment by the lessee to the 
lessor as consideration for the cancellation of an onerous lease, where deduc- 
tion as a current business expense of the full amount of the payment in the 


36 The entire technique of requiring a “sale or exchange” has been the subject of some 
criticism. See, e.g., Note, The Elements of a Section 117 “Sale or Exchange,” 53 Cor. L. 
Rev. 976 (1953); Miller, The “Capital Asset” Concept. A Critique of Capital Gains 
Taxation, 59 Yate L.J. 837, 878 (1950). The American Law Institute has recommended 
abandonment of the “sale or exchange” requirement, capital gains treatment to be avail- 
able wherever the basis of a capital asset must be used in determining the amount of 
gain or loss. A.L.I., FeperaL Income Tax SratuTe §X225 (Draft No. 1, 1954) and 
comments at 318. This recommendation has not been adopted in the new Code. 

878 B.T.A. 566 (1927). But cf. Shirley Hill Coal Co., 6 B.T.A. 935 (1927) ; Mandel 
Bros., 4 B.T.A. 341 (1926). 

88 Herbert Burwig, 12 TCM 1197 (1953); Herzburg v. Alexander, 5 F.Supp. 334 
(W.D. Okla. 1934) ; Harriet B. Borland, 27 B.T.A. 538 (1933) ; Charles B. Bretzfelder, 
21 B.T.A. 789 (1930) ; Rossman, Inc., 13 B.T.A. 1266 (1928) ; Henry B. Miller, 10 B.T.A. 
383 (1928). 

39 Wells-Fargo Bank and Trust Co. v. Comm’r, 163 F.2d 521 (9th Cir. 1947) ; Home 
Trust Co. v. Comm’r, 65 F.2d 532 (8th Cir. 1933). 

40 See notes 4 and 5 supra. I.R.C. §23(1) (1) (1939), §167 et seq. (1954). 

41 Note 38 supra; Wells-Fargo Bank and Trust Co. v. Comm’r, note 39 supra. 
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tax year when it is paid is generally permitted.4? Such deduction in the latter 
class of cases would seem eminently proper, as the lessee has acquired no asset 
but has merely relieved itself of the obligation to pay rent. It is submitted 
that this is analogous to a payment for a release from any unprofitable contract, 

A number of cases, however, because of the peculiar fact-pattern involved, 
have held the period of amortization to be other than the unexpired term of 
the leasehold. In Home Trust v. Commissioner* the taxpayer held by assign- 
ment a 99-year lease, under which the assignor, prior to the assignment to 
the taxpayer, had sublet to another for 20 years. The payment made to the 
sublessee to induce it to surrender its sublease was held to be a part of the 
taxpayer’s basis in the 99-year lease and amortizable over the longer remain- 
ing term of the latter. The taxpayer had sought to deduct the payment in full 
as a current business expense, and it is quite possible that the question of the 
proper period of amortization was not raised. 

In Business Real Estate Trust of Boston** that issue was squarely raised, 
The taxpayer had acquired the fee to several buildings and a 99-year lease 
on another, its object being the demolition of all the premises and the erec- 
tion of a single new structure on the old sites. In order to carry out this plan 
it became necessary to pay various sums to tenants in the old buildings for 
early termination of their leases. The taxpayer attempted to amortize the pay- 
ment for each lease over its unexpired term. The Tax Court held, however, 
that all payments to tenants in the buildings wherein the taxpayer had acquired 
the fee were part of the cost of the new building and amortizable over its 
useful life; the payments to the tenants in the building whereon the taxpayer 
held a 99-year lease were held part.of the cost of that lease and amortizable 
over the remainder of its term. A similiar result in a situation like the latter 
had been reached very early by the Board of Tax Appeals.*® It would seem 
the decision in the Home Trust case would have been the same as that reached 


42 Cassatt v. Comm’r, 137 F.2d 745 (3d Cir. 1943); Cleveland Allerton Hotel v. 
Comm’r, 166 F.2d 805 (6th Cir. 1948) (amount paid by lessee in excess of market value 
on purchase of premises, the transaction being prompted by desire to escape onerous 
lease, held deductible as ordinary and necessary business expense; theory was that this 
excess was in fact amount paid by lessee to lessor to obtain cancellation of lease). Cf. 
Millinery Center Bldg. Corp., 21 T.C. 817 (1954), on appeal, 2d Cir. (taxpayer-lessee 
denied business expense deduction on facts similar to Cleveland Allerton, Court refusing 
to fragmentize a single payment between purchase price on objective valuation and excess 
paid to escape lease). For other reasons not relevant here the taxpayer in Millinery 
Center was also refused any amortization deduction. As far as material to this paper, 
since the refusal to the taxpayer of a current deduction was based on denial by the 
Court of severability of the sum paid, the disagreement of the result in Millinery Center 
with that in Cleveland Allerton is solely on the facts and law respecting severability of 
the total amount paid. The Court in the Millinery Center case, having held that no 
amount is referrable to payment for cancellation of the lease, never decided how such a 
payment actually made should be treated tax-wise. 

43 65 F.2d 532 (8th Cir. 1933), affirming, 21 B.T.A. 1255 (1931). 
4425 B.T.A. 191 (1932). 
45 Columbia Theatre Co., 3 B.T.A. 622 (1926). 
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in Business Real Estate and Columbia Theatre Co. had the issue as to the 
precise period of amortization been raised therein. 

The foregoing cases are justifiable exceptions to the normal rule that the 
payment must be amortized over the unexpired term of the acquired lease- 
hold. In these cases the shorter-term leaseholds were purchased by one in the 
process of acquiring or who had newly acquired the greater interest. Acquisi- 
tion of the shorter-term leases was merely an essential step in the taxpayer’s 
over-all purpose, and all the acquisitions, including that of the greater interest, 
constituted a single, integrated transaction.*® 

One more case might be mentioned which seems to belong to the Home 
Trust and Business Real Estate line of cases, although sufficiently peculiar in 
its facts as to escape ready detection as such. In Wells-Fargo Bank & Trust 
Co. v. Commisstoner* the lease had an original five-year term and an unexpired 
term of about four years. The taxpayer wished to lease the property to the 
United States Government for a period of less than one year.*® The taxpayer 
agreed to pay the lessee a sum in installments for premature cancellation but 
stipulated that payments were to be made only from the proceeds of the 
lease to be negotiated with the Government. The Ninth Circuit Court held 
that the payment to the lessee represented the cost not of the remaining 
four-year period under the old lease but of the new lease executed with the Gov- 
ernment. Thus, if the taxpayer could not deduct the payments as an ordinary 
business expense, he was permitted to amortize them over the short period of 
the new lease, the asset for which he had in fact paid. 

In Wells-Fargo the taxpayer and the Commissioner occupied positions 
which were opposite to those in which they found themselves in the usual case, 
where the new or surviving interest is of greater longevity than the one sur- 
rendered, and the Commisioner argues that the taxpayer actually purchased 
the new or surviving interest, while the taxpayer insists that he bought the 
old, surrendered estate. However, the fact that in this case the interest con- 
stituting the primary objective had a shorter useful life than the interest pur- 
chased as ancillary thereto does not warrant a different result, and the Court 
in Wells-Fargo so held. 

It may be of interest in this connection to examine the McCue Bros. & 
Drummond*® case from the landlord’s tax position. Unless the discredited rule 
of the Higginbotham case is to be revived, the landlord cannot deduct the pay- 
ment as an ordinary business expense. There is no unexpired term and hence no 
useful life over which the payment can be amortized, unless the rather novel 
view be taken that the useful life of the asset is momentary and the payment 
is instantaneously amortized. Aside from this possibility and the chance that 


46 Henry Boos, 30 B.T.A. 882 (1934). 

47 Note 39 supra. 

48 The Government desired to establish a military camp on the property and in fact 
eventually did establish Camp Roberts there. Thus, although the contemplated lease 
with the Government was for a short period, renewals for a considerable time were 
almost a matter of certainty, and the prospect of renting the property to the Government 
had considerable value to the taxpayer. . 

49 Note 22 supra. 
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in a given case the Business Real Estate rule may find a different asset over 
the life of which the payment can be amortized, it should follow that there 
are no means whereby the landlord can reap any tax benefit for his expendi- 
ture. It is probable that the courts, when faced directly with this problem, will 
allow the payment to be deducted as a current business expense in view of 
its factual nature as a payment for the act of voluntary surrender of occu- 
pancy by the tenant rather than a transfer of any of its rights or property. 


CONCLUSION 


It appears to be the fairly consistent policy of the courts to treat amounts 
received by the lessee as consideration for the cancellation of a leasehold as 
proceeds from the sale of a capital or a section 117(j) (now section 1231) 
asset. This is a reasonable construction of the provisions of the Code, as a 
leasehold, constituting an interest in real property, survives the transfer and 
augments the estate or interest of the transferee to the same extent as when 
it is in the hands of the transferor. The common law doctrine of merger with 
extinguishment of the lesser interest signifies only that where the transferee 
is the owner of the fee or other greater interest, the leasehold estate so trans- 
ferred may be held in a different form. Such a transfer differs sufficiently from 
the release of a mere contractual or statutory privilege to justify different 
treatment tax-wise. 

Where the tenant is in possession solely by virtue of a statutory provision 
rendering the landlord unable to evict him despite absence or termination of 
any lease, the sum received by such tenant as consideration for his surrender 
of the premises has been held taxable as capital gains.5° This seems to be 
an unduly broad construction of the.term “sale or exchange.” 

Capital gains treatment has also been accorded to the sum received by a 
lessee as consideration for the modification of his lease by removing there- 
from a clause restricting the use by others of other parts of the premises.” 
This appears to be an even less justifiable extension of the capital gains 
concept. 

The benefits of capital gains treatment should be restricted to those cases 
where an estate in the property itself is transferred, and they should be denied 
in cases involving the relinquishment of a right, which is closely analogous to 
the release of an ordinary contractual obligation or the waiver of the benefits 
of a statute. Perhaps the test should require the transferee to receive at least 
momentarily the same rights and interests as those held by the transferor. 
This would permit capital gains treatment to transfers and cancellations of 
leaseholds and prevent the creation of the class of anomalies represented by the 
McCue Bros. & Drummond and Ray type of case.5? 

The taxpayer who pays a consideration for the assignment or cancellation 
of a leasehold may not deduct the payment as a current expense®® but must 


50 Jd. 
51 Comm’r v. Ray, 210 F.2d 390 (5th Cir. 1954). 

52 See supra note 36. Cf. I.R.C. §1214 (1954), note 21 supra. 
53 Notes 38 and 39 supra. 
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amortize it over the life of the asset acquired, usually over the remaining term 
of the leasehold.5* Where the acquisition of the leasehold is in fact only a 
part of an over-all plan, the ultimate objective whereof is to acquire an inter- 
est or estate other than the leasehold itself, the courts will determine what the 
asset is to which the consideration paid is referrable and will require amortiza- 
tion of the payment over the life of such asset.®® 

—SEYMOUR SCHLOSBERG* 


The Motion for a Further and Better Statement in Net Worth Fraud 
Cases. In the Tax Court a sharp difference of opinion sometimes exists 
between taxpayers and the Commissioner over the adequacy of the Commis- 
sioner’s fraud pleadings in tax fraud cases. Until recently the Commissioner 
maintained that sufficient notice was given by pleading in the answer the 
alleged amount of unreported income and that fraud was present. Taxpayers, 
however, have insisted that the Commissioner describe in detail the unreported 
income substantiating his fraud allegations or, if he relies on the net worth 
method, plead detailed opening and closing net worth schedules. 

These widely differing views may be attributed largely to the adversary 
interests involved. Invariably in tax fraud cases large sums of money are in 
dispute. The tax deficiency itself usually is large, and when the 50 per cent 
fraud penalty is added, it is understandable that neither the Commissioner 
nor the taxpayer will relieve his opponent of any proof burdens. Further, 
since the success of a pending criminal tax fraud prosecution may depend on 
the information disclosed in the pleadings, it is obvious why the Commis- 
sioner in particular cases has sought to minimize the beneficial information 
that his fraud pleadings give to the taxpayer. 

Naturally, taxpayers have resisted this practice and have resorted to motions 
in the Tax Court to force the Commissioner to plead more expansively. The 
growing number of motions has placed the Tax Court squarely in the middle 
of the controversy over what information the Commissioner’s pleadings should 
contain in fraud cases, and net worth fraud cases in particular. The purpose 
of this paper is to give a survey of pleadings in net worth fraud cases and 
to define the position of the Tax Court in this controversy. 

A fuller understanding of the Tax Court’s treatment of this problem may 
be gained by a brief description of the pleadings in net worth fraud cases.’ 
So far as the taxpayer’s actual litigation before the Tax Court is concerned, 
the first formal notice the taxpayer receives is the notice of deficiency.* 


54 See note 44 supra. 

558 Wells-Fargo Bank and Trust Co. v. Comm’r, note 39 supra; Home Trust Co. v. 
Comm’r, note 39 supra; Columbia Theatre Co., note 45 supra. 

* A member of the New York Bar. 

1 This article is based on a study of the motions made by taxpayers in net worth fraud 
cases in the Tax Court for the first six months of 1953. 

2T.R.C. §6212 (1954). 
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Although the practice varies among the field offices, the information normally 
given in a notice of deficiency asserting a fraud penalty is meager. As a general 
practice, it contains a statement that a deficiency has been assessed by the Com- 
missioner for additional taxes and penalties owing for specified years, together 
with a recomputation of the tax due for that year based on the additional 
amounts of unreported income and penalties. If a notice is given of the fraud 
penalty, the general practice is to state merely that these penalties are based 
“on information on file in this office or in the Bureau.” The deficiency notice 
may or may not state that the unreported income has been determined by the 
use of the net worth expenditure method. Seldom is more information given. 
Upon receipt of this notice, the taxpayer has 90 days within which to pay the 
tax or contest the Commissioner’s determination by filing a petition in the Tax 
Court. 

The petition is the first formal pleading to the Court and establishes its 
jurisdiction if properly filed.* If the petition fails to meet the requirements 
prescribed by the Court’s Rules of Practice, it is subject to the Commissioner’s 
motion for dismissal “for failure properly to prosecute”® or to his motion 
“for a further and better statement of the nature of the claim.” ® Under the 
Court’s liberal rules of pleading, if either motion is granted, the Court will 
generally not dismiss the petition but will require the filing of an amended 
petition, correctly pleading the taxpayer’s claims. The taxpayer, however, may 
file an amended petition on his own motion, upon showing good cause, to cor- 
rect any defect or to supplement his original petition.” 

Within 60 days of service upon him of the petition, unless an extension is 
granted, the Commissioner must file his answer.’ As to the deficiency itself, with 
respect to which the taxpayer has the-burden of proof, the answer alleges gen- 
eral and specific denials, without pleading any supporting facts, of all assignments 
of error made by the taxpayer in his petition. On the fraud issue, concerning 
which the Commissioner has the burden of proof, the answer generally seems to 
consist solely of conclusions of law and ultimate fact. The information normally 
pleaded by the Commissioner on the fraud issue is the amount of income the 
taxpayer reported for the year in question, the amount the Commissioner 
alleges to be the correct income for this period, the amount of additional taxes 
and penalties owing on the additional income, and finally, on the premise of 
unreported income, the legal conclusion of fraud. 

Generally, the answer does not announce the theory by which the Commis- 
sioner will attempt to prove the alleged amounts of unreported income and 
substantiate his fraud allegations, i.e., whether he is attacking a specific item 
of income or deduction in the taxpayer’s return or is reconstructing income 


3 T.R.C. §6213(a) (1954). 
47d. T.C.R.Prac. 7(c). 
5 Id. 7(a) (2). 

6 Jd. 18. 
7 Id. 17. 
8 Jd. 14, 
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by the net worth method. If the Commissioner states he is proceeding on a 
net worth basis, facts supporting the net worth, such as the opening and closing 
net worth for the years in question, and expenditures are seldom given. How- 
ever, the Commissioner’s pleadings in these cases are by no means uniform 
and vary considerably, depending on the facts and circumstances of the par- 
ticular case and field office involved. It should be understood, however, that 
not every fraud pleading is so devoid of information. Many give detailed figures 
and grounds in support of the fraud allegation, but as a general rule, most 
fraud answers contain a minimum of beneficial information. An example of 
this is the following answer in which the Commissioner affirmatively alleged 
fraud on the ground that: 

Petitioners, filed their Federal income tax return for the calendar year 
1949 with the Collector of Internal Revenue for the 3rd District of New 
York on March 10, 1950, reporting therein a net taxable income of $22,110.70 
and a tax liability of $4,910.94, whereas they then and there well knew, their 
correct taxable income was $80,183.73 and the correct taxable liability was 
$34,085.32. Said return was false and fraudulent and was filed with intent to 
evade taxes justly due the United States. Such an understatement of income 
was done wilfully and fraudulently with intent to evade taxes due to the 
United States. 

(8) By reason of the aforesaid willful and fraudulent acts, as more spe- 
cifically heretofore set out, the petitioners are liable for the fifty per cent penal- 
ties imposed by the provisions of section 293(b) of the Internal Revenue 
Code.® 

The final pleading in a fraud case is the reply made by the taxpayer in 
answer to the Commissioner’s affirmative allegations of fraud pleaded in the 
answer.!° If the reply is not filed within the 45 days allowed by the Rules,” 
the Commissioner, after an additional 45 days, will normally move by motion 
to have the affirmative allegations of the answer deemed admitted by the peti- 
tioner.!2 Ordinarily, however, the Court will not grant the motion initially 
but will order the taxpayer to show cause why these affirmative allegations of 
the Commissioner should not be held admitted. If the taxpayer then fails to file 
a reply, the Commissioner’s motion will be granted. 

Although some practitioners view the proceedings before the Tax Court as 
merely administrative hearings, wisdom would dictate the appraisal of a fraud 
case as an all-out litigation before a competent judicial tribunal. The Tax Court 
views itself as a judicial body, and the Commissioner’s counsel consider tax 
litigation adversary proceedings, comparable to any trial before a court of 
law. Of course, tax litigation is somewhat different because of the nature of 
the controversy and the administrative conferences that have preceded it. 
However, the common characteristic of adversary proceedings, 1.e., withholding 
as much of the case from the opponent as possible, runs throughout the entire 
dispute. In addition, if criminal prosecution is pending or contemplated or 


® Frank Costello, T.C. Docket No. 48467. 
10 T.C.R.Prac. 15. 

11 Jd, 

12 Jd. 18. 
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possibly results before the civil fraud action is tried, the Commissioner desires 


to foreclose any possibility of the information pleaded in the Tax Court being | 


used as a defense to the criminal charge. The easiest way to insure this is 
simply to refrain from pleading any helpful information in the Tax Court in 
a case in which there is even a remote possibility of criminal prosecution, 
Further, there are cases where the Commissioner cannot plead fully even if he 
wanted to. Such is the case where the taxpayer has failed to keep books or 
destroyed them. In such instance, despite diligent investigation or because the 
investigation has not been completed, full information is not available. Finally, 
the Commissioner hesitates to plead too fully in the belief that if the case is too 
clearly outlined in the pleadings perjury may be encouraged. 

Conversely, the taxpayer seeks to glean from the pleadings every available 
fact that will aid in his defense, whether in the Tax Court or elsewhere. Further, 
it is to his advantage to endeavor to have the Commissioner committed to a 
definite position or theory in the pleadings. But it is the desire of eliciting 
information for use in defense against criminal prosecution which is uppermost 
in the mind of the taxpayer who is embroiled in both civil and criminal fraud 
actions. 

Because of the more serious nature of the criminal charge, the shorter statute 
of limitations,!* and the desire to maximize the element of surprise, the Govern- 
ment will invariably press the criminal charge rather than the civil action. 
Usually, however, fear that the taxpayer may liquidate and hide his assets 
forces the Government into the Tax Court. To insure that back taxes and 
penalties will be collected, the Commissioner may levy a jeopardy assessment 
against the taxpayer.’* Since a jeopardy assessment ties up the assets of a 
taxpayer, however, and may drive him out of business by the loss of sources 
of credit, to protect the taxpayer against the arbitrary assessment of such a 
jeopardy lien, the Code requires that a notice of deficiency be sent within 
60 days to the taxpayer in order to allow him to contest the Commissioner's 
deficiency determination. Thus, the civil and criminal actions run collaterally, 
the attention of the taxpayer and Government, however, being focused pri- 
marily on the criminal prosecution. Nevertheless, the Government will divulge 
no helpful information in the pleadings in either proceeding. Moreover, the 
taxpayer’s chances of convincing the District Court to grant a bill of par- 
ticulars are significantly less than those in the Tax Court, where the nature 
of the civil action is relatively free from the moral prohibitions present in 
criminal cases. Therefore, the taxpayer will go into the Tax Court in quest 
of information that cannot be gained in the District Court. 

In the Frank Costello case, three requests for bills of particulars were made 
and rejected in the District Court before the first motion to make the answer 
more definite and certain was made to the Tax Court. The motion was granited 


13 There is no statute of limitations in civil fraud cases, whereas for criminal fraud 
it is three and six years, respectively. See I.R.C. §§6051(c) and 7203 (1954). 
14T.R.C. §6861(a) (1954). 
15T.R.C. §6861(b) (1954). 
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in spite of the Commissioner’s assertion that the motion to the Tax Court 
represented a blatant attempt to circumvent the District Court’s denial of 
the same requests.1® The Tax Court also rejected the arguments that the fraud 
allegations of the answer were no longer in issue because the reply had already 
been filed, and that granting the motion would cause irreparable injury to the 
criminal action which should have precedence because of its more serious 


| nature. The fact that the criminal action was scheduled to come to trial shortly 


and that the taxpayer had made no request to have his civil case placed on 
the Tax Court’s trial docket does not seem to have been given any weight by 
the Court. However, when the amended answer was due to be filed, the Tax 
Court granted the Commissioner an extension of time to file.” In this instance, 
the Tax Court apparently took judicial notice of the fact that the criminal 
trial was then in progress and accepted the Commissioner’s argument that 
it could not comply with the Court’s order because necessary papers and docu- 
ments were in the possession of the United States’ Attorney, who refused to 
supply them until after the trial was over. 

The Tax Court, in granting the taxpayer’s motion initially, quite appropri- 
ately stated that all fraud cases must be treated alike. But it is submitted that 
this was an over-zealous adherence to consistency in granting this motion with- 
out first determining whether the moving taxpayer desired this information 
primarily for use in his civil action or, as the Commissioner stated, for use 
in the criminal action. The Tax Court should grant the motion, but if the 
circumstances surrounding the motion indicate the taxpayer’s attempt to cir- 
cumvent the District Court’s rulings, the Tax Court should not require an 
amended answer to be filed until the criminal trial is completed or a reasonable 
time has passed. The Tax Court can thus discourage taxpayers from using it 
as an alternative forum to circumvent the District Court. 

At this point a discussion of the mechanics of motions to make the answer 
more definite and certain should prove helpful. The function of such a motion 
is to provide additional information to prevent surprise and to define the issues 
and is addressed solely to the answer. If it is addressed to the notice of 
deficiency prior to the filing of the answer, it will be dismissed, without preju- 
dice, for lack of jurisdiction by the Tax Court, as all matters concerning the 
deficiency notice are considered administrative.1* The Court will allow the 
motion to be filed after the taxpayer’s reply has been made, though the motion 
is made nominally in aid of filing a reply to the fraud allegations.’® 

The title of the motion is unimportant. Although the preferred title is a 


“motion to make the answer more definite and certain,” if the motion is cor- 


16 Frank Costello, T.C. Docket No. 48467; oral argument on petitioner's motion to 
make the answer more definite and certain on Feb. 24, 1954. 

17 Jd. ; respondent’s motion granted Apr. 15, 1954. 

18 Eugene Richardson, T.C. Docket No. 47540; Albert A. Arron, T.C. Docket No. 
46041; Arthur M. Taylor, T.C. Docket No. 44205; Arthur V. Dellit, T.C. Docket No. 


44203. 
19 Frank Costello, T.C. Docket No. 48467. 
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rectly made, it will result in an order by the Court directing the Commis. 


sioner to file an amended answer regardless of its title. 

In making the motion the taxpayer should show good cause for the Court 
to grant it by pointing up inadequacies in the Commissioner’s answer. Further. 
more, the information sought should be stated with particularity. However. 
since the motion is directed only against issues upon which the Commissioner 
has the burden of proof, though the answer fails to give notice of the Com- 
missioner’s deficiency theory, the Court’s practice is to deny motions directed 
against issues on which the taxpayer bears the risk of non-persuasion. 

As a general practice these motions are heard on oral arguments and accom- 
panying memoranda in Washington, D. C., before a single judge of the Tax 
Court. However, where distance or pressing business prevents counsel from 
being present to argue the motion, the Tax Court’s Rules of Practice permit 
the taxpayer to submit his motion solely by written briefs.2° A practitioner 
often gains an advantage over the Commissioner by presenting his motion 
orally because except in special cases the counsel in the field who is handling 
the case will not argue the Commissioner’s side ; the Commissioner’s objections 


will be presented by counsel permanently assigned to the Tax Court’s motion | 


docket. Such counsel is not so familiar with the case as the field attorney or 
the taxpayer’s counsel. 

Increasingly, taxpayers have made these motions because the desired detail 
was not initially forthcoming in the Commissioner’s answer and the Commis- 
sioner refused to disclose the information voluntarily in conferences. Mindful 
of the increasing number, the Tax Court evolved the following order which 
it grants to proper motions to make.the answer more definite and certain: 


ORDERED: that said motion be and it hereby is granted to the following 
extent, to-wit, that respondent shall, within 45 days, file an amended answer 
herein, wherein if it alleges that receipt of unreported income as determined 
by the use of the net worth method, it will set out the net worth of petitioner 
at the beginning and end of each of the taxable years, the general category 
and amounts of the assets which make up said net worth, and the amount of 
petitioner’s living expenses for each of the taxable years and any other factor 
requisite to the use of said net worth; and, if respondent alleges that peti- 
tioner received unreported income from any particular source such as salaries, 
proprietory business, investments, sale or property, business interests, busi- 
nesses and business transactiuns, then respondent shall identify such source, or 
sources, and allege the amounts of unreported income derived therefrom and 
the year in which said amounts were received; and in all other respects said 
motion be, and it hereby is, denied.** 


In awarding the above relief the Court, in effect, agreed that the Commis- 
sioner was not giving adequate notice by pleading merely that fraud was 
20 T.C.R.Prac. 27(a) (2). 


21 Frank Costello, T.C. Docket No. 48467; Charles Samuel Coleman and Gertrude 
Coleman, T.C. Docket No. 45786; Estate of Emmer Tex Reddick, T.C. Docket No. 


45236; Max Fogel, T.C. Docket Nos. 44144, 44131; Morris Trifon, T.C. Docket No. | 


44681; O. J. Hill, T.C. Docket No. 44930. This order was contained in App. Div. Order 
1953-7 under Answering Petitions Involving Fraud Issues (Jan. 22, 1953). 
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present and that the taxpayer had unreported income of X dollars computed 
on a net worth basis. It also served notice that if the Commissioner did not 
plead this information initially, it would require it to be pleaded upon proper 
motion by the taxpayer. However, the Court did not agree with taxpayers’ 
views that full, detailed disclosure was necessary. The reason for this undoubt- 
edly is the belief that if more detail is required, it would be tantamount to 
forcing the Commissioner to disclose his evidence; or it may be knowledge 
that these motions are made primarily by taxpayers involved in criminal 
prosecutions, who are seeking to gain indirectly what they are unable to pro- 
cure in the District Court. Whatever the reason, the Court, while evincing 
a great reluctance to order a detailed net worth statement, nevertheless seems 
to feel that more information than offered in the Commissioner’s pleadings 
is needed. The Tax Court in granting such relief apparently seems to appreci- 
ate the relative weakness of the net worth method as an inferential method 
of proof. 

Although such an order represents the maximum relief that will normally 
be granted, the Court’s response is not always uniform; it varies, depending 
on how much information is available to the taxpayer as disclosed by argu- 
ments on the motion and the particular facts and circumstances of the case. 
It is difficult, therefore, to prophesy what, if any, relief will be granted in 
each case. 

However, the Tax Court has been consistent in requiring that at least the 
“general” asset categories that comprise the net worth at the beginning and 
end of each taxable year be pleaded in the Commissioner’s amended answer. 
The Commissioner satisfies this requirement of the order by listing the value 
of broad asset categories, such as cash, real property, bonds, etc., but without 
identifying the underlying figures that make up his sub-group totals. Further, 
the Commissioner generally interprets “assets” to include the taxpayer’s lia- 
bilities, unless the asset figure is adjusted to its net value. Occasionally, an 
amended answer will be returned with a completely detailed net worth state- 
ment. However, the general practice is to plead only the minimum informa- 
tion required by the Court. It is difficult to say why this practice varies so 
considerably. It is suggested that this may be due in a particular case to an 
administrative decision not to press criminal charges or because it is not a 
so-called “racketeer’’ case. 

When the Commissioner in his amended answer fails to comply with the 
Court’s order, the taxpayer should make a further motion to gain compliance. 
This motion should call to the Court’s attention its prior order and the fact 
that it has not been complied with by the amended answer. However, it is the 
Court’s practice in such case not to dismiss the Commissioner’s fraud allega- 
tions but to make a further order requiring the Commissioner to satisfy its 
earlier ruling. Unless the Commissioner can then convince the Court he should 
not be required to plead further, he will comply. As the relief granted under 
the standard order seldom gives the degree of detail originally requested by 
the taxpayer, a second motion for better statements is often made after the 
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amended answer has been filed. Such second motion is uniformly denied when 
the Commissioner has satisfied the Court’s order, and the Tax Court feels 
that all the information necessary for adequate notice has been given. Occa- 
sionally, after the amended answer has supplied the additional information 
ordered, the taxpayer has new questions regarding the Commissioner’s ne 
worth theory. Such a motion to clarify the information given is also generally 
denied. 

As a result of the Court’s order, the level of notice pleading in net worth 
cases has improved. A memorandum requesting substantial compliance with 
the requirements of the order was sent by the Appeals Division of the Service 
to all field offices early in 1953.2" The net effect has been to give taxpayers 
in these cases more information and to reduce proportionately the number of 
motions made to the Court. But the issue is far from settled. Taxpayers who 
face criminal prosecution may still expect to find pleadings giving them little 
information. Moreover, there is no unanimity of opinion in the field offices 
in support of the Court’s order. Answers that do not substantially comply with 
the requirements of the order will continue to be submitted by the Commis- 
sioner in fraud cases. Taxpayers receiving these answers will have to resort 
to motions if they desire further information. But while the Tax Court’s order 
falls well short of the desires of most taxpayers regarding disclosure, never- 
theless, it has created a much more equitable balance between the parties. For 
this reason taxpayers should welcome it as a step in the right direction. 

—GERALD J. MEHLMAN* 


22 App. Div. Order 1953-7 (Jan. 22, 1953). 
* Member of the District of Columbia Bar. 
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The Internal Revenue Code of 1954: 
Carry-overs and the Accumulated 


Earnings Tax 


EDWIN S. COHEN, PAUL A. PHILLIPS, STANLEY S. 
SURREY, THOMAS N. TARLEAU, AND 
WILLIAM C. WARREN 


Ki. some years there has been considerable support among professional 


and business groups for revision of the income tax statute to eliminate 
the confused situation that had arisen under the old Code with respect 
to the treatment of the tax attributes of the parties to a corporate reor- 
ganization formation or tax-free liquidation.’ 

While it was generally considered desirable to put a successor corpora- 
tion in the “tax shoes” of its predecessor in the case of a reorganization 
motivated by business reasons, at the same time concern was felt over the 
acquisition for tax purposes of corporations with favorable tax attributes. 
Although section 129 of the 1939 Code may have had some deterrent 


Epwin S. CoHEN is a member of the New York and Virginia Bars and a partner in 
the firm of Hatch, Root, Barret, Cohen & Knapp. 

Paut A. Puituirs is Associate Professor of Law at University of Nebraska School of 
Law. 

STANLEY S. Surrey is Professor of Law at Harvard Law School. 

Tuomas N. TARLEAU is a member of the New York Bar and a partner in the firm of 
Willkie, Owen, Farr, Gallagher & Walton. 

Wutam C. WarreEN is Dean of the School of Law, Columbia University. 

1In some respects the successor corporation was treated as inheriting the tax attributes 
of its predecessor, by statute in the case of asset basis (section 113(a)(7)), by case law 
in the case of earnings and profits (Comm’r v. Sansome, 60 F.2d 931 (2d Cir. 1932), cert. 
denied, 287 U.S. 667 (1932). Some courts held that where the successor corporation may 
be considered the same as its predecessor, as after a statutory merger, the successor will 
inherit the particular attribute involved (e.g., Stanton Brewery, Inc. v. Comm’r, 176 F.2d 
573 (2d Cir. 1949)). Other courts have held the other way with respect to the same 
attributes notwithstanding the form of the reorganization (e.g., California Casket Co., 
19 T.C. 32 (1952) ). With respect to certain attributes, notably the net operating loss carry- 
over, the successor was precluded from stepping into the predecessor’s tax shoes whether 
or not the form of the reorganization was a statutory merger. At the same time, it was 
conceded that a so-called downstream merger, whereby the corporation having the favor- 
able tax attributes survived the reorganization, would accomplish the survival of those 
attributes. 
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effect, that section so far has not fared well in the courts.? It was in any 
case very much in need of strengthening. 

Sections 381, 382, and 269 of the 1954 Code present a statutory 
scheme prescribing the tax attributes of the predecessor which are to be 
inherited (within limitations) by the successor and seeking at the same 
time to eliminate abuse prevalent under the old law. 


I. THE CARRY-OVER ITEMS 


The 1954 Code restricts the “carry-over” of items of a distributor or 
transferor corporation to an acquiring corporation to nineteen enumer- 
ated items. Why the approach of specific enumeration of items was adopted 
is not clear.* Certainly the items enumerated do not include all the items 
with respect to which the successor might, with propriety, step into the 
predecessor’s shoes, or, for that matter, all the “carry-overs” provided by 
the Code. There seem to be no apparent policy reasons for prohibiting 
the carrying over of certain non-enumerated items. For instance, section 
381(c)(19) provides that the carry-over of excessive corporate chari- 
table contributions provided by section 170(b)(2) shall survive the re- 
organization or liquidation. However, the carry-over of excessive soil and 
water conservation expenses provided for in section 175(b) is not in- 
cluded in the enumeration and will not survive the transaction. Again, 
although the acquiring corporation must use the same accounting method 
employed by the distributor or transferor,* the same inventory method,° 
the same method of depreciation,®.and is bound with respect to the election 
as to prepaid income‘ and the deferral of exploration expenses,® no men- 
tion is made of the election with respect to war loss recoveries under sec- 
tion 1335. or with respect to amortization of emergency facilities under 
section 168. In addition, the 1954 Code approach does not have the effect 
of treating the acquiring corporation (except following a liquidation of an 
affiliated corporation) as a related taxpayer for purposes of sections 1311 
through 1315 ® and requiring or permitting such adjustments to be made 
with respect to the acquiring corporation as would have been made with 


2 See Wage, Inc., 19 T.C. 249 (1952); Berland’s, Inc., 16 T.C. 182 (1951) ; Chelsea 
Products, Inc., 16 T.C. 840 (1951), aff'd, 197 F.2d 620 (3d Cir. 1952). 

3 The comparable provision in A.L.I., FepErRAL INcomE Tax Statute §X608 (Febru- 
ary, 1954 Draft), had a catch-all subsection (f), whereby the acquiring corporation would 
generally be treated with respect to all matters relating to the transferor but affecting the 
tax liability of the transferee as the transferor would have been treated. 

4T.R.C. §381(c) (4) (1954). 

5 T.R.C. §381(c) (5) (1954). 

6 T.R.C. §381(c) (6) (1954). 

7 I.R.C. §381(c) (7) (1954). 

8 T.R.C. §381(c) (10) (1954). 

9 T.R.C. §3801 (1939). 


ion 
en- 
eC- 
der 
ect 


311 
ade 
ith 


lsea 


bru- 
ould 
the 


1955] CARRY-OVERS AND THE ACCUMULATED EARNINGS TAX 279 


respect to the transferor corporation. Furthermore, there is no catch-all 
requiring the acquiring corporation to report items as income which would 
have been reportable as income by the distributor or transferor.” 


A. THE ACQUISITIONS COVERED 


Section 381(a) sets forth the types of acquisition of assets which will 
give rise to the benefits or detriments of the section. Section 381(a), par- 
ticularly sub-paragraph (2), is an example of the kind of draftsmanship 
which, when contained in the 1939 Code, generated the demand for 
simplification in drafting. The section refers the reader to numerous sec- 
tions, subsections, paragraphs, and sub-paragraphs without sufficiently 
describing those references to enable the reader to grasp the import of the 
section. 

The sections referred to in section 381(a)(1) reveal that the latter 
section applies to distributions in liquidation of a subsidiary corporation 
where the bases of the subsidiary corporation’s assets carry over to the 
parent, 1.¢., all liquidations of 80 per cent subsidiaries except those oc- 
curring within two years after a purchase of the stock within a twelve- 
month period.”* Section 381(a)(2) makes the section applicable to the 
following transfers in reorganizations: (1) a statutory merger or con- 
solidation ; (2) a mere reincorporation (change in name, form, or place of 
incorporation) ; and (3) transfers of all or substantially all the assets of 
one corporation to another corporation where the transferor distributes 
all its property, including the stock of the acquiring corporation, to its 
shareholders in pursuance of the plan. 

Thus section 381 does not apply to corporate separations or insolvency 
reorganizations. Although section 381 does not affect the carry-over of 
earnings and profits in corporate separations, section 312(i) does so and 
will be treated later. However, with respect to certain of the other 19 


10 The Committee Report does not indicate why the enumerative approach was selected, 
stating merely that “. . . [t]he section is not intended to affect the carryover treatment 
of an item or tax attribute not specified in the section ....” SEN. Rep. No. 1622, 83d 
Cong., 2d Sess. 277 (1954). It is interesting to note that the House version of section 
381(c) contained the items enumerated in section 381(c)(1) through (16). The item in 
paragraph (17) was contained in section 547 of the House Bill. The Senate Bill moved 
the item enumerated in paragraph (17) from section 547 and added paragraph (18). The 
item in paragraph (19) was added in conference. H.R. Conr. Rep. No. 2543, 83d Cong., 
2d Sess. 10 (1954). Perhaps there are other items, such as the soil and water conservation 
“carry-over,” which might have been enumerated if they had occurred to the draftsmen. 
The addition of item (19) was, according to the Statement Of The Manager On The Part 
Of The House (H.R. Conr. Rep. No. 2543, at 39) necessary “to conform section 381 to 
section 170(b)(2).” The fact that section 170(b)(2) as written in conference created a 
new carry-over would not require conforming section 381, unless the intent of the drafts- 
men was to make the enumeration complete. 

11 ].R.C. §§332(b) and 334(b) (2) (1954). 
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enumerated items, it might have been desirable to apply the rule of section 
381 to corporate separations. Suppose, for example, Corporation A has a 
drug store business and a hardware business and has been keeping its in- 
ventory on a LIFO basis. Market declines make it advisable to shift to 
FIFO. Corporation A transfers the drug store business to new Corpora- 
tion D and the hardware business to new Corporation H and liquidates. 
Neither Corporation D nor Corporation H elects to use LIFO. Since 
section 381 does not apply, there is apparently no prohibition against 
Corporation D and Corporation H using FIFO. Indeed, under the old law 
they would be prohibited from using LIFO in the absence of an inde- 
pendent election.” 

More serious, perhaps, is the fact that section 381(c)(1) does not 
apply to insolvency reorganizations. It seems even more proper to permit 
the survival of loss carry-overs in insolvency than in other situations. 
Congress recognized this fact in the case of railroad reorganizations in 
1947.** The unreasonable result of section 381(a) seems to be that if an 
insolvent corporation is reorganized out of court, the loss carry-over may 
survive, but it cannot where the reorganization is accomplished under 
court jurisdiction. 

No doubt the difficulties of allocating the loss carry-over among the 
several corporations in a separation situation militated against making 
section 381 applicable thereto. However, the problems of allocation, al- 
though difficult, are no more so than in the case of earnings and profits, 
which is left by section 312(i) to Regulations. 


B. OPERATING RULES 


Section 381(b) prescribes rules intended to simplify the application of 
the carry-over provisions to situations other than a mere change in iden- 
tity, form, or place of organization. Thus, the distributor or transferor’s 
taxable year must end with the date on which the distribution or transfer 
is completed or, under Regulations, on the date when substantially com- 
pleted (if the distributor or transferor ceases all operations other than 
liquidating activities). Furthermore, section 381(b) prohibits the carry- 
back of losses from the acquiring corporation to a taxable year of the 
distributor or transferor. 

Had the one-year carry-back of the 1939 Code been continued, the pro- 
hibition against carrying back losses sustained after the transaction would 
probably be justifiable on the ground that the difficulties of allocating the 
carry-back among the various parties to the reorganization would not be 
warranted by the limited relief afforded by a one-year carry-back. Further, 


12 Cf. Textile Apron Co., Inc., 21 T.C. 147 (1953). 
13 Pub. L. No. 189, c. 249, 80th Cong., Ist Sess. (1947). 
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there is some tax avoidance potential in permitting the carry-back of losses 
of the transferee for its first taxable year ending after the transfer, and 
with only a one-year carry-back a prohibition against carrying back the 
losses of that taxable year would generally operate as a prohibition against 
the carry-back.** However, with a two-year carry-back it would seem con- 
sistent with the general policy of the section to permit the losses of the 
taxable year ending after the transfer to be carried back. The allocation 
problems seem the same as the problem of allocating the loss carry-over 
in a corporate separation. 


C. Net OPERATING Loss CARRY-OVER 


The rules with respect to the continuation of the net operating loss 
carry-overs are contained in section 381(c)(1) and in section 382. Sec- 
tion 382 concerns limitations on the net loss carry-over where 50 per cent 
or more in value of a corporation’s stock changes ownership in certain 
taxable transactions and the corporation fails to continue the business 
carried on prior to the change,” and where a change in ownership results 
from a reorganization.*® 


1. Limitations in section 381(c) 


Section 381(c)(1)(B) quite properly restricts the amount of net oper- 
ating loss deduction with respect to the distributor’s or transferor’s carry- 
overs allowable to the acquiring corporation for its first taxable year 
ending after the date of the acquisition to such part of its taxable income 
as the number of days in that taxable year falling after the date of the 
acquisition bears to the total number of days in the taxable year. 

Since by virtue of section 381(c)(1)(A) the taxable year of the dis- 
tributor or transferor ends on the date of distribution or transfer, the life 
of its carry-overs will be reduced except where the date of distribution or 
transfer occurs on the last day of the taxable year of both the distributor 
or transferor and the acquiring corporation. However, because section 
381(c)(1)(C) provides that a loss year of the transferor corporation 
shall be considered a “prior taxable year” to the loss year of the acquiring 
corporation, the possibility of the expiration of the carry-overs of the dis- 
tributor or transferor before their utilization by the acquiring corporation 
is somewhat reduced. Again, the possibility of both the distributor or 
transferor and the acquiring corporation having loss carry-overs requires 
division of the taxable year of the acquiring corporation in which the dis- 


14The A.L.I. Draft, op. cit. supra note 3, made no provision for the carry-back to 
predecessor corporations of losses incurred by the successor. 

15 T.R.C. §382(a) (1954). 

16 T.R.C. §382(b) (1954). 











282 TAX LAW REVIEW [Vol. 10: 


tribution or transfer occurs to be divided between the part of that year 
coming prior to the distribution or transfer and the part of the year 
falling after that event. This is necessary in order to determine the amount 
of the carry-over left after the transfer, although not the number of 
years for which it may be carried over. Thus, section 381(c)(1)(C) pro- 
vides that the income of the acquiring corporation for its taxable year in 
which the acquisition occurred, prorated to that part of the year falling 
before the date of distribution or transfer (called the “pre-acquisition part 
year”), will reduce the amount of the loss carry-overs derived from the 
losses sustained by the acquiring corporation prior to the acquisition. 


2. Section 382 


Both subsections (a) and (b) of section 382 have application to section 
381, although that section refers to neither. Section 382(a) dealing with 
the purchase of stock in a loss corporation is highly material to the ques- 
tion of carry-overs on distributions in liquidation of a subsidiary. Section 
382(b) applies limitations to the loss carry-over in the reorganizations to 
which section 381 applies. This is a confusing statutory arrangement. 
Reading section 381, one would conclude that there were no limitations 
(other than those contained therein) on the loss carry-over from the 
transferor to the acquiring corporation and that the only requirements to 
be met are those set forth in the reorganization sections referred to in sec- 
tion 381(a) (2). Further, section 381 seems to provide no clue, as will be 
seen in our discussion of section 382(b) infra, that the acquiring corpora- 
tion’s loss carry-overs derived from its own losses may be reduced unless 
certain requirements are met. 

a. The limitations of section 382(a). Section 382(a) is designed to 
stop the traffic in loss corporations *’ and eliminates a corporation’s loss 
carry-over entirely where, speaking generally, the purchase of 50 per cent 
of the corporation has occurred accompanied by a change in the corpora- 
tion’s business. The limitations of section 382(a) will apply where all 
three of the following conditions are met at the end of a taxable year: one 
or more of ten specified persons have acquired an additional 50 or 
more percentage points of the value of the stock of the company than held 
at the beginning of the taxable year or the beginning of the prior taxable 
year; (2) the increase is attributable to a purchase of stock or a stock 
redemption; and (3) the corporation has made a substantial change in 


the character of its business. 


17 However, note that section 381 eliminates the artificial problems of corporate identity, 
as exemplified by New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934), and Stanton 
Brewery, Inc. v. Comm’r, 176 F.2d 573 (2d Cir. 1949), and permits the reorganization of 
loss companies without sacrifice of tax attributes. 
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(1) Ten acquiring persons. The acquiring persons specified by section 
382(a) are those ten who together own the greatest percentage of the 
value of the stock of the company at the time of reckoning. If anyone owns 
the same amount of stock as one of the ten, his acquisitions are also 
counted ; if there are fewer than ten shareholders, they are all included. 
The family attribution rules of section 318 are applied in determining the 
ownership of stock for the purpose of section 382. But attribution for the 
purpose of section 382 is somewhat broader than section 318 generally, 
since a person is considered as owning a proportionate share of the stock 
owned by a holding company of which he is a shareholder whether or not 
he owns one-half of the stock of the holding company, as is provided in 
section 318(a)(2)(C) for other purposes. 

If as a result of family or other relationship the stock owned by several 
persons is attributed to another under section 318 as it applies to section 
382, such a related group is considered as one person for the purpose of 
selecting the ten people who own the largest percentage of value of the 
stock of the loss company. Thus, if a father and his children own 80 per 
cent of the stock of the company, they will be considered as one person 
for the purpose of identifying the group of ten, and it is necessary to look 
to nine other persons whose stock acquisitions were made during the 
two-year period. 

(2) Fifty percentage points increase as a result of purchase of stock 
or stock redemption. The second condition of section 382(a) is that the 
increase in percentage points be attributable to the purchase by one or 
more of ten persons of stock of the the loss company or of an interest in 
a holding company, partnership, or trust which owns stock in the loss 
company. “Purchase”’ is defined in section 382(a) (4) as an acquisition of 
stock from persons other than a related taxpayer, whose ownership would 
be attributed to the holder by the application of the rules of section 318 *™ 
(but without regard to the 50 per cent limitation), the determination of 
the basis of which stock is solely the cost to the holders thereof. An in- 
crease in the percentage of stock acquired by purchases within a family 
group as well as acquisitions through tax-free reorganizations or by gift 
or bequest are therefore not taken into account. Section 382(a) also covers 
increases in interest due to a decrease in the amount of the loss company’s 
outstanding stock or of the stock of a holding company through which 
the ten specified persons are deemed to have an interest in the loss com- 
pany for the purpose of section 382.78 

The definition of purchase contained in section 382(a) (4), taken to- 


17a Section 318 relates to the attribution of stocks among related taxpayers. 
18T.R.C. §382(a) (4) (1954). Redemptions of stock to pay death taxes, covered by 
section 303, do not give rise to percentage point increases for this purpose. 
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gether with the constructive ownership rules of section 318, leads to a 
bizarre result in at least one situation. Apparently a purchase of the stock 
of a loss corporation does not qualify as a “purchase” under section 
382(a) (4) where the shareholders of the loss corporation own stock in 
the acquiring corporation. This results because section 318 applies with- 
out regard to the 50 per cent limitation. Section 318(a) (2) (c) (ii) attrib- 
utes to a corporation all stock owned by any shareholder. Thus, assume A 
owns over 50 per cent of the stock of Loss Corporation and a single share 
of stock in X Corporation. X buys 100 per cent of the stock of Loss. A 
fifty percentage point increase as a result of a purchase as defined in sec- 
tion 382(a) (4) has not occurred, since more than fifty per cent of Loss 
Corporation stock was acquired from A, whose ownership of that stock 
was attributed to X Corporation. 

It is to be noted that section 382(a) does not refer to acquisitions of 
precisely the same kind as are covered by section 269. In the latter case, 
as is noted below, there must be an acquisition (by purchase or otherwise) 
of 50 per cent of the voting power, or 50 per cent of the value, of the stock 
of a company. In the case of section 382, however, the limitation may 
apply to a purchase by the specified group even though it had previously 
acquired control within the meaning of section 269, 1.e., it increased its 
holdings from 50 per cent to 100 per cent in a loss corporation which had 
only common stock outstanding. 

For the purpose of both the purchase and reorganization provisions of 
section 382, “stock’’ embraces all shares other than non-voting stock 
which is limited and preferred as to dividends.*® Applied to a purchase of 
non-voting common stock in the case of a corporation with a substantial 
issue of preferred stock, section 382(a) would operate against a carry- 
over where the specified group obtained no votes and negligible value. 
Such an acquisition would not be within section 269, corresponding to 
section 129 of the 1939 Code and relating to acquisitions made to evade or 
avoid income tax. 

The increase in percentage points is measured with reference to stock 
ownership at the beginning of the taxable year under examination or at 
the beginning of the preceding taxable year and must therefore occur 
within a two-year period. 

What is the effect of the 50 per cent test if A purchases a 40 per cent 
interest in a loss corporation and B, acting independently and without 
knowledge of A’s acquisition, purchases a ten per cent interest shortly 
after? The corporation’s carry-over would apparently be eliminated if the 
character of its business were changed. On the other hand, it may have 





19 T.R.C. §382 (1954). 
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been intended that section 382(a) should operate only where the 50 per 
cent acquisition takes place as part of a scheme or over-all plan and not 
merely as the result of independent purchases. However, no such require- 
ment appears in section 382. 

Each of the three conditions which make section 382(a) applicable 
must exist at the end of one taxable year. Thus, the new shareholders of 
a business may escape section 382(a) if they defer the abandonment of 
the old business until after the two-year period in which the specified 
amount of stock changes hands. However, if abandonment takes place 
before two years have elapsed, carry-overs will be lost forever—not merely 
for two years. 

(3) Change in character of business. That part of section 382(a) 
which may have particularly uncertain application is the third condition 
for the disallowance of the carry-over after a stock purchase expressed in 
section 382(a)(1)(C): 

Such corporation has not continued to carry on a trade or business sub- 


stantially the same as that conducted before any change in the percentage 
ownership of . . . such stock. 


The language of this condition implies that the corporation must not 
have been dormant or inoperative for a considerable period of time before 
the stock purchase. The Committee Reports do not make this point nor 
does the language of the subsection ; but since this subsection looks to the 
continuity of an enterprise, it does not seem that the condition can be met 
unless some trade or business is actually conducted both before and after 
the acquisition. 

What constitutes a substantial change in the character of a business is 
another problem. The Committee Report states: 

... If, as a result of such an increase, the corporation shifts from one type 
of business to another, discontinues any except a minor portion of its business, 
changes its location, or otherwise fails to carry on substantially the same trade 


or business, as was conducted before such an increase then the condition .. . 
is met.?° 


As the statute presently reads, however, as long as the pre-purchase ac- 
tivity remains substantially unchanged, it appears that the new owners of 
the corporation will escape the loss of the carry-over under section 382(a) 
even if they carry on other business in the corporation of any kind and 
size.” The language of section 382(a) (1) (C)—“a trade or business”— 


20 Sen. Rep. No. 1622, op. cit. supra note 10, at 285. 

21 H.R. Conr. Rep. No. 2543, op. cit. supra note 10, at 40: “If the corporation continued 
to carry on substantially the same trade or business, the limitation would not be applicable 
even though the corporation added a new trade or business.” 
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suggests that if the corporation carries on two distinct businesses before 
acquisition and abandons one business after acquisition, the carry-over 
will not be lost. The excerpt quoted from the Committee Report may, 
however, indicate that the intent of Congress was otherwise. 

There is likely to be some controversy about the significance of changes 
in location. According to the Committee explanation, a change in location 
alone constitutes a failure to meet the requirement. Obviously, this is a 
matter of degree. Location is only one of several factors which should be 
considered in a case of this kind. A move of a few city blocks might con- 
stitute a substantial change in the character of a retail business, while a 
relocation of a manufacturing business between states might have negli- 
gible effect on the continuity of the enterprise. The unqualified statement 
of the Report seems unreasonable. 

The quoted explanation, by describing a condemned shift in the business 
as a “result” of the change in stock ownership, implies that changes in 
the business from causes beyond the control of the management are ex- 
empt. These might be attributable to casualties or government controls 
which were unforeseen at the time of the stock purchase. Perhaps changes 
due to new economic circumstances are meant to be permitted as well. 
Subsection 382(a)(1)(C) itself does not require that the stock purchase 
and change of business be part of a single scheme, but an allowance for 
changed conditions is implied by the Reports and is consistent with the 
purpose of the section. 

Policy-wise this provision is to be preferred to its counterpart in the 
House Bill which reduced the carry-over on change of ownership even 
though the business of the corporation continued and the acquisition was 
motivated by tax avoidance. Change in stock ownership should not affect 
the corporation’s tax attributes, except in cases of abuse. In an attempt 
to prevent abuse, old section 129 has been revised, although with dubious 
effect, as pointed out infra. In addition, the requirement that substantially 
the same business be continued by the corporation after the change of 
ownership will, in many cases, make loss carry-overs unsaleable.” 

Some non-tax-motivated stock purchases may be caught by section 
382(a) which, in effect, creates an irrebuttable presumption of tax-avoid- 
ance motivation by eliminating the carry-overs where the business is not 


22 Under section X661 of A.L.I., op. cit. supra note 3, which is the Draft’s version of 
section 129 of the 1939 Code, a discontinuance of the business raised a presumption of 
tax avoidance motivation which would permit the disallowance of the net loss deduction. 
This would seem preferable to the Code’s flat erasure of the carry-over in such a sitta- 
tion, since it would seem proper to give the purchasers an opportunity to prove that the 
purchase was not tax-motivated and, if not so motivated, to permit the corporation to 
retain its tax attributes, including its loss carry-overs. 
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continued. On the other hand, a loss carry-over may still be saleable to a 
tax-motivated group which will “continue the business.”’ 

Section 382(a) does not apply to the losses of the taxable year in which 
the shift of ownership takes place but only to the net operating loss carry- 
overs to the taxable year. Consequently, a purchase of all the stock of a 
corporation with operating losses in the year of purchase may still enable 
the new owners to start in an entirely new business with a tax advantage, 
the profits of the new business being offset by the purchased corporation’s 
losses, with any unabsorbed losses a carry-over to subsequent years. Of 
course, this is possible if section 269 does not prove an obstacle. 

Further, because section 382(a) does not apply to tax-free stock-for- 
stock acquisitions and liquidations or to any situation where the basis for 
the stock acquired is a carry-over basis (gift, contribution to capital, etc.) 
and because section 381(c)(1) does not distinguish between pre-acquisi- 
tion losses and post-acquisition losses, the opportunity exists (unless sec- 
tion 269 applies) of acquiring loss corporations by the issuance of minute 
quantities of stock and liquidating them. However, the stock acquisition 
might be regarded as lacking a business purchase, so that the acquisition 
constitutes a “purchase”’ rather than a reorganization and section 382(a) 
becomes applicable. Or a step-transaction approach might be taken under 
which the transaction would be considered an acquisition of assets for 
stock and fall under section 382(b), discussed below. There seems no pro- 
hibition, however, against using the carry-overs of one controlled corpo- 
ration to offset the profits of another. For example, Smith owns all the 
stock of Profitable Corporation and all the stock of Losing Corporation 
which has loss carry-overs. He contributes the stock of Losing Corpora- 
tion to the capital of Profitable; Profitable liquidates Losing. Sections 381 
and 382 would not prevent the use by Profitable of Losing’s loss carry- 
overs, nor are they intended to, as evidenced by section 382(b) (3). 

It is difficult to escape the conclusion that the whole scheme of sections 
381 and 382, particularly with respect to the net operating loss carry- 
over, places a tremendous strain on section 269 which deals with “Acqui- 
sitions made to . . . avoid tax.” 

b. Section 382(b). Section 382(b) requires that the loss carry-over, 
whether that of the transferor or of the acquiring corporation, shall be 
reduced when the shareholders of the loss corporation are allotted less 
than 20 per cent (measured by value) of the stock (other than non-voting 
preferred) of the acquiring corporation in the reorganization. The method 
of reduction is to subtract a percentage of the carry-over, determined by 
subtracting from 100 per cent five times the percentage of the stock in the 
acquiring corporation owned by the stockholders of the loss corporation 
(by reason of their having been stockholders of the loss corporation). 
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Thus, if A Corporation, having a loss carry-over of $100,000, transfers to 
B Corporation all of its assets for 5 per cent of B Corporation’s stock 
(other than non-voting preferred) and liquidates, B Corporation will in- 
herit from A a carry-over of $25,000, the carry-over having been reduced 
by 75 per cent (100 — (5 & 5) = 75). If the transaction should go the 
other way, with B Corporation transferring its assets to A Corporation 
for 95 per cent of A Corporation’s stock, the same reduction in the carry- 
over would result.” 

The purpose of this reduction in carry-over is stated in the Senate 
Committee Report to be “to prevent the liberalized carryover of net oper- 
ating losses . . . from being used by one corporation to acquire the total 
net operating losses of another without giving up at least a 20 per cent 
share to the stockholders of the corporation with the net operating loss 
carryover.” ** The Report goes on to say that if a 20 per cent share is 
given up by the acquiring corporation, sufficient continuity of interest ex- 
ists for permitting the entire carry-over to survive. The House Bill’s re- 
organization sections * required, roughly, that 20 per cent of the partici- 
pating stock be issued to qualify a reorganization as tax-free. No doubt 
the intention of the House Bill’s provisions was to distinguish between 
reorganizations and transactions which are essentially sales for a purchase 
price fixed in terms of the purchaser’s stock.”® The elimination of this 
requirement by the Senate impelled the limitation in section 382(b). 

Intercorporate stockholding is dealt with by section 382(b) (5), which 
was added by the Conference Committee. If a loss corporation is merged 
into a company which owned some.of its stock, the acquiring corporation 
will be treated, for the purpose of the 20 per cent rule, as owning a part 
of the value of its own stock which bears the same ratio to the part of the 
stock of the loss corporation, which it owned before the reorganization, as 
the fair market value of all the stock of the loss corporation before the 
reorganization bears to the fair market value of the entire stock of the 
successor corporation. If, for example, the entire outstanding stock of an 
acquiring corporation is worth $1,000,000 and the entire stock of the loss 
corporation before a merger was worth $250,000, then for the purpose 
of the formula a successor corporation, which owned half the loss com- 
pany’s stock before the merger, would be deemed to own, as an owner of 


23 The draftsmanship of section 382(b)(2) seems unduly complex. It would seem 
that the matter might better be expressed in terms of making available to the acquiring 
corporation only that proportion of the loss corporation’s net operating loss carry-overs 
as the percentage of stock (other than non-voting preferred) owned by the stockholders 
of the loss corporation, etc. bears to 20 per cent. 

24 Sen. Rep. No. 1622, op. cit. supra note 10, at 285. 
25 H. R. 8300, 83d Cong., 2d Sess. §359(b) and (c) (1954). 
26 See A.L.I., op. cit. supra note 3, at 312, Comment 3. 
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the loss corporation, 12-1/2 per cent of the stock of the surviving corpora- 
tion and the other owners of the loss corporation would have to own 7-1/2 
per cent of the stock in order to prevent the limitation’s applying. 

Section 382(b)(6) allows stockholders of the loss corporation, who 
acquire stock of a company which controls the acquiring corporation, to 
treat that stock as if it were an equivalent amount (in value) of stock of 
the acquiring corporation for the purpose of the 20 per cent formula. 
The Committee Report asserts that this permission is not intended to give 
a corporation seeking the benefit of a net operating loss carry-over the 
opportunity to water down the 20 per cent requirement by first merging 
a subsidiary with the loss corporation and then completely liquidating the 
subsidiary. Under section 381 the carry-over would ordinarily pass to the 
parent on the liquidation of a subsidiary and, as noted above, section 
382(b) by its terms would not apply to such a liquidation. 

Section 382(a) and (b) may apply to the same acquisition. If a surviv- 
ing corporation’s stock in the loss company, or that of its parent, was ac- 
quired by purchase within the two-year period specified in section 382(a), 
presumably the carry-over after the merger will be subject to limitation 
both on account of insufficient continuity of interest and failure to main- 
tain the former business. This situation may cause some difficulty. Suppose 
that as a first step in an integrated plan a corporation buys some, but not 
all, of the stock of a loss corporation and then merges the loss corpora- 
tion into itself, giving the remaining shareholders of the loss corporation 
stock which is sufficient under the formula of section 382(b) if the con- 
structive ownership rule provided for intercorporate stockholdings applies. 
The Government in such a situation might argue that if the stock pur- 
chase and merger constitute a step transaction the shareholders of the 
loss corporation immediately before the reorganization had insufficient 
interest after the merger and that, therefore, carry-over should be dis- 
allowed under rules of section 382(b). However, the correct view would 
seem to be that the purchase aspect of this transaction is to be considered 
only under section 382(a). If the business is maintained for two years, 
the test of that section is met, and the intercorporate stockholding is prop- 
erly recognizable for the purpose of computing continuity of interest in 
the section 382(b) formula. 

An exception to the treatment provided for in section 382(b)(1) ap- 
pears in sub-paragraph (3). Where the acquiring corporation and the 
transferor corporation are owned substantially by the same persons in 
the same proportion, there is to be no reduction in the loss carry-over, 
regardless of the proportion of stock allotted in the reorganization to the 
loss corporation or its shareholders. It should be observed that the concept 
of ownership of a corporation is new to the Code and may raise inter- 
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pretive difficulties. Thus, who “owns” a corporation? Are holders of pre- 
ferred stock, whose participation in dividends and on liquidation is limited, 
to be disregarded so that they would not normally benefit from the carry- 
overs? What is “owned substantially in the same proportion” ? Suppose 
A owns 100 per cent of the stock of the transferor corporation and 80 
per cent of the stock of the transferee, so that a 20 per cent minority in- 
terest would share in the benefit of the carry-over. Is this within the 
exception? It must be remembered that a new 80 per cent interest may 
share in the carry-over under section 382(b)(1), so that too restrictive 
an interpretation of section 382(b)(3) would not be consistent with the 
liberality of section 382(b) (1). Moreover, this exception may give rise to 
curious results. Suppose Robertson owns all the stock of A Corporation, 
whose net asset value is $1,000. Robertson owns 75 per cent and Smith 
owns 25 per cent of all the stock of B Corporation, which has loss carry- 
overs and a net asset value of $100. B transfers its assets to A Corpora- 
tion in exchange for 100 shares out of A Corporation’s total issue of 1,100 
shares and liquidates, Robertson receiving 75 shares and Smith 25 shares 
of A Company stock. Under section 382(b)(1) there is a reduction of 
over 50 per cent in B Corporation’s carry-overs, although continuity of 
interest would seem to exist, assuming that in this case the two corpora- 
tions are not considered to have been owned substantially by the same per- 
sons in the same proportion. If A Corporation, on the other hand, pur- 
chases Smith’s shares outright for cash and A and B then merge, the 
carry-overs would not be reduced at all, although Smith is completely out 
of the picture, unless the step-transaction doctrine can successfully be 
invoked, since there has been an increase of fifty percentage points as re- 
quired by section 382(a). 

Smith and Robertson could easily avoid the section 382(b) (1) limita- 
tion without making Smith sell out. Although an asset acquisition with 
the issuance by the acquiring corporation of less than 20 per cent would 
bring those limitations into play, a stock acquisition for less than 20 per 
cent of the acquiring corporation’s stock under section 368(a)(1)(B), 
followed by liquidation of the acquired corporation, would not. Thus, if 
Smith and Robertson transfer their shares in B Corporation for 25 shares 
and 75 shares of A Corporation stock, respectively, and B Corporation 
then liquidates, no reduction of the carry-over would result. 

The limitations of section 382(b) are thus subject to frustration by 
the stock acquisition procedure. This is not to say, however, that acquisi- 
tion of a loss corporation by the stock-for-stock and liquidation formula 
would succeed in carrying over the entire carry-over at the cost of an insig- 
nificant amount of stock. In addition to the step-transaction doctrine, 
which would equate the transaction to an acquisition of assets for stock, 
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the Commissioner may invoke section 269, discussed below, or may con- 
tend that the acquisition lacked a business purpose and hence was a pur- 
chase under section 382(a). 


D. Section 269 


Considerable doubt exists as to the effectiveness of section 129 of the 
1939 Code, which was designed primarily to stop the traffic in tax loss 
carry-overs that became important early in World War II. As yet it has 
never by itself been enforced in the courts though the Government brought 
a series of cases to litigation. The best known pronouncement about the 
scope of the law is dictum in a case to which it did not apply.** In another 
case, apparently within the scope of section 129, that section was com- 
pletely ignored by the Court in reaching the result which it would have 
imposed.** Before the enactment of the new Code, the financial pages often 
carried advertisements concerning “loss corporations” wanted or for sale. 
While it is perhaps true that the advertising and the consistent failure of 
the Commissioner in court are no final gauge of the effect of section 129 
as an im terrorem device, it was generally known that “loss corporations” 
were saleable and sold. 

Section 129 was imported almost verbatim into the 1954 Code, being 
subsections (a) and (b) of section 269. Section 269(a) applies to two 
forms of acquisition. In the first, one or more persons acquire 50 per cent 
of the voting power of stock, or 50 per cent of the value of the stock, of a 
company. In the second, one corporation acquires property from another 
corporation with a substituted basis, if the transferor was not controlled 
before the acquisition by the acquiring company or its stockholders. In 
either case, if the principal purpose for which the acquisition was made 
was the evasion or avoidance of income tax by securing the benefit of a 
tax advantage which the acquiring person would not otherwise enjoy, then 
the advantage is disallowed. When section 269(a) applies, the Commis- 
sioner is authorized to allow the transferee to enjoy the acquired tax ad- 
vantage to the extent that it would not result in tax avoidance and to 
allocate the allowed part of the advantage among the interests involved.” 

The 1954 Code seeks to correct one major weakness of former section 
129—the ease with which taxpayers demonstrated some valid business 


27 Alprosa Watch Corp., 11 T.C. 240 (1948). The Alprosa case did not, however, 
involve the use of carry-overs. 

28 Kimbell-Diamond Milling Co., 14 T.C. 74 (1950), aff’d, 187 F.2d 718 (5th Cir. 1951). 

297. R.C. §269(b) (1954). See Reg. 118, Sec. 39.129 (1953). The Regulations take a 
broad view of the scope of section 129(a). They stated that if the purpose to reduce 
taxes exceeded in importance any other purpose, it was the principal purpose; and that 
the coverage of section 129 was not limited to those transactions which would not have 
been made if the tax evasion or avoidance purpose were not present. . 
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purposes for the acquisition of loss companies—by a presumption of the 
existence of a tax-avoidance motive as the principal purpose where the 
price paid in an acquisition within the scope of section 269(a) is dispro- 
portionate to the tax benefits acquired. 


1. Scope of section 269(a) 


In addition to the problem of proof of tax motivation, a chief cause 
of the ineffectiveness of section 129 was the dictum in the Alprosa Watch 
case which made it doubtful whether the scope of the section was wide 
enough to deprive a corporation of its own tax attributes. In the Alprosa 
Watch case, the Tax Court said with respect to what is now section 
269(a): 

. . . That section would seem to prohibit the use of a deduction, credit, or 


allowance only by the acquiring person or corporation and not their use by 
the corporation whose control was acquired.®? 


The validity of that interpretation was never tested because all the 
later cases were decided on the basis of business purpose. However incon- 
clusive the dictum, it was probably responsible for much of the optimism 
which appears to have animated the trade in tax losses. If the narrow con- 
struction of section 269(a) suggested by the Tax Court in the Alprosa 
Watch case is correct, then the statute is practically meaningless. The use 
of tax benefits in tax-motivated acquisitions would then depend, contrary 
to the plain intention of the legislation, upon such formal matters as the 
use of the loss corporation as the survivor in a merger. The acquisition of 
a corporate shell, the only advantage of which was a loss carry-over or 
other beneficial tax attribute, would be exempt from consideration under 
section 269. The narrow construction is not supported by the language of 
section 269(a), since it would scarcely seem in this context that a person 
who acquires control of a corporation does not “secure the benefit of” or 
“enjoy” its advantageous tax attributes. It is also inconsistent with the 
Senate Committee Report concerning former section 129.°* But the 
Alprosa Watch dictum has been considered by many to be the authoritative 
interpretation. 

The idea that a corporation cannot be deprived of its “own” tax benefits 
by section 269(a) is perhaps attributable to confusion between two famil- 


20 Supra note 27, at 245. 

81 See, for example, SEN. Rep. No. 627, 78th Cong., Ist Sess. 58 (1943): “The House 
report also recognizes that the legal effect of the section is, in large, to codify and em- 
phasize the general principle set forth in Higgins v. Smith (308 U.S. 473) and in 
other judicial decisions, as to the ineffectiveness of arrangements distorting or perverting 
deductions, credits, or allowances so that they no longer bear a reasonable business rela- 
tionship to the interests or enterprises which produce them and for the benefit of which 
they were provided.” 
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iar situations. The first is that of a corporation with a loss carry-over the 
stockholders of which change its assets, location, and type of business and 
seek new fields for the recovery of past failures. If the loss corporation 
acquires assets of another corporation in order to earn profits to set off 
against its losses, it has not been seriously suggested that section 269(a) 
would deprive the loss corporation of the carry-over. On the other hand, if 
an additional element is added to the case, 1.e., that the stock of the loss 
corporation changes hands so that the corporation is dealt with as a shell, 
it would seem, but for the Alprosa Watch dictum, that section 269(a) 
applies. The reason for the inapplicability of section 269(a) to the 
former instance is not that a corporation cannot be deprived of its “own” 
tax attributes; it is the fact that the primary purpose in such a case 
is a normal business purpose, the acquisition of gross income rather than 
the acquisition of a tax attribute. Moreover, the continuity of interest of 
the shareholders prior to the acquisition makes this method of securing 
the benefit of the loss consistent with the purpose of the provision estab- 
lishing the carry-over, a consideration to which the original Committee 
Reports on former section 129 referred. 

The questions raised by the Alprosa Watch dictum are so fundamental 
to the interpretation of section 269 that one might have expected some 
clarification from the draftsmen of the 1954 Code. However, the issue 
was ignored and because of the word-for-word reenactment of former sec- 
tion 129 remains as troublesome as ever. 

The scope of section 269 was, however, impliedly modified by the 
codification in section 334 of the rule of the Kimbell-Diamond case.** In 
that case the taxpayer purchased the stock of a company at a price which 
was substantially less than book value of the assets and immediately liqui- 
dated the acquired company. The basis of the assets for depreciation pur- 
poses was limited to the cost of the stock. Section 129 was not referred 
to or relied upon in the disposition of the case, but it was a kind of acquisi- 
tion within the scope of the section. Section 334(b) now provides that if 
a subsidiary is liquidated within two years after the purchase of its stock, 
the cost of the stock will automatically be substituted as the basis of the 
liquidated assets in the hands of the former parent. It would seem that if 
liquidation of the subsidiary is deferred for two years, section 269 should 
not apply at all. 

Another possible limitation of the scope of section 269 should be noted. 
The Commodore’s Point Terminal * decision indicated that an advantage 


82 Jd. at 60. The Senate Committee said, “Basic to the deduction, credit and allowance 
provisions is a continuing enterprise so conducting its affairs.” 

33 Supra note 28. 

8411 T.C. 411 (1948). 
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disallowed by section 129(a) must depend upon an acquisition of the spe- 
cific type described in section 129(a). That case involved the acquisition 
by a loss company of the controlling stock of a dividend-paying company. 
The Commissioner sought to deny the dividends received credit by the 
application of section 129(a). Among its reasons for holding in favor of 
the taxpayer, the Court stated that the enjoyment of that credit did not 
depend upon the acquisition of control. It would seem that similarly an 
acquisition of tax-exempt bonds should not come within the scope of sec- 
tion 269(a), even though they are acquired in a corporate reorganization 
and the literal requirements of the section are met. 


2. Business purpose 


The other major problem connected with the enforcement of section 
129 was the liberal view taken by the courts of what constitutes business 
purpose. The Al/prosa Watch case set a precedent. The facts are as follows: 
Esspi corporation was in the glove business. It had a substantial net 
operating loss carry-over. A group unconnected with Esspi was in the 
watch business. There was available to them for sale in the United States 
a consignment of watches which, for trade reasons, they had to import 
and market through an existing organization previously unconnected with 
the watch business. They purchased the stock of Esspi and then sold the 
glove business assets of Esspi back to its former owners. They changed 
Esspi’s name to Alprosa Watch and place of business and dealt in the 
watches at a profit, the tax on which was reduced by the use of the carry- 
overs. The period before the Tax Court was the fiscal year ending June 30, 
1943, and section 129 by its terms did not apply to that year. However, the 
Commissioner, on the strength of the case law as it existed before the 
passage of section 129, argued that the carry-over was not available to 
Alprosa.** Presumably, he suggested that since section 129 was intended 
to be declaratory of that prior law, the fact that the Alprosa Watch situa- 
tion was apparently within its scope should be considered. The Court held 
for the taxpayer. It found that Alprosa and Esspi were the same corpora- 
tion, the same “taxpayer” for the purpose of the loss carry-over pro- 
visions. It found, furthermore, that since the new owners of Alprosa did 
in fact require the corporation to market their watches, the acquisition 
had a business purpose, and they should not be penalized for having 
chosen one with a beneficial loss carry-over. 

In subsequent cases the Court in each instance decided for the taxpayer 
on the ground of adequate business purpose.** It is true that in none. of 


35 See Reg. 118, Sec. 39.129-2 (1953) for reference to a number of the earlier cases. 
36 A. B. & Container Corporation, 14 T.C. 842 (1950) ; Commodore’s Point Terminal 
Corporation, 11 T.C. 411 (1948); Alcorn Wholesale Company, 16 T.C. 75 (1951) ; 
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the cases in which the Government relied on section 129 were the facts 
so favorable to its position as in Alprosa Watch, but the Government did 
not prevail. 

An attempt has been made in the 1954 Code to strengthen the operation 
of section 129. Section 269(c) provides that the “fact that the considera- 
tion paid upon an acquisition . . . is substantially disproportionate to the 
aggregate” of (a) the basis of the property acquired or, in a stock acquisi- 
tion, allocable to the stock acquired, and (b) the “tax benefits (to the ex- 
tent not reflected in the adjusted basis of the property) not available to the 
... [acquirer] otherwise than as a result of such acquisition shall be prima 
facie evidence of the principal purpose” of tax avoidance. The Committee 
Report indicates that “substantially disproportionate” is intended to mean 
“substantially less than.” ** Thus a purchase of 50 per cent control of a 
corporation with low value high-basis assets for a price substantially 
lower than the basis of those assets allocable to the stock purchased is 
prima facie evidence of a principal purpose to avoid tax, and the Com- 
missioner may disallow part of the deduction for depreciation based on 
that high-asset basis. 

The second part of this subsection as drafted seems contradictory. If 
the beneficial item is disallowed under section 269, no tax benefits are 
available as a result of the acquisition. If, therefore, there are no tax 
benefits available as a result of the acquisition, the principal purpose of 
the acquisition is not tax avoidance and the disallowed item should be 
allowed. What is meant, presumably, is “the tax benefit which, but for 
the provisions of the section [269], would be available provided the same 
would not have been available . . . otherwise than as a result of the 
acquisition.” If this is what section 269(c)(2) means, it is a novel ap- 
proach. It treats the beneficial tax attributes of a corporation as an asset, 
the value of which can be measured in dollars and cents and compared to 
the consideration paid by the purchaser. The prospective seller is told he 
may sell the attributes but the purchaser is cautioned not to make too good 
a purchase. 

Two problems result from the presumption created by section 269. 
First, there is ordinarily no real relation between the basis of the corporate 
assets and the purchase price paid for the stock. The price is much more 
likely to be related to net asset value. If we assume a corporation with an 
asset basis of $100 but a value of $50, a purchase for $50 is less likely to 
be motivated by tax purposes than a purchase in excess of value which 


Berland’s Inc. of South Bend, 16 T.C. 182 (1951) ; Chelsea Products, Inc., 16 T.C. 840 
(1951), aff'd, 197 F.2d 620 (3d Cir. 1952); Wage, Inc., 19 T.C. 249 (1952); J. E. 
Dilworth Company v. Henslee, 98 F.Supp. 957 (M.D. Tenn. 1951). 

87 Sen. Rep. No. 1622, op. cit. supra note 10, at 228. 
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might be motivated by the high depreciation allowance. Thus, if the pur- 
chaser has no thought of the tax advantages, he may run into the section 
269 presumption simply by having failed to take them into account. 
Ironically enough, then, it may be easier to overcome the prima facie evi- 
dence of disproportionate purchase price the more disproportionate the 
price may be. 

Secondly, aggregating the asset basis and the tax benefit and com- 
paring the total to the purchase price seems inequitable. Suppose A Corpo- 
ration acquires all the assets of B Corporation (value $100, basis $50) for 
20 per cent of its stock worth $100. B Corporation had a $200 loss carry- 
over. If A Corporation’s taxable income in 1955, exclusive of the net loss 
deduction, should be $25,200 or more, the $200 carry-over results in a 
tax benefit of $104. Basis and benefit total $154 and the purchase price 
is disproportionate. If A Corporation’s income is $25,000 or less, the $200 
carry-over results in a benefit of only $60 and the purchase price of $100 
is not substantially disproportionate to the aggregate of basis and benefit 
of $110. But if asset basis, value, and purchase price are all $100, the mini- 
mum aggregate of basis and benefit (assuming A has $200 or more of 
income) would be $160 and a tax avoidance purpose is proved prima 
facie. If $100 worth or 20 per cent of the acquiring corporation’s stock is 
issued for the practically worthless and fully depreciated assets of a cor- 
poration which has carry-overs of $300, will the acquiring corporation 
be permitted a net operating loss deduction resulting in a tax saving of 
$100 before the deduction is disallowed ? 

The relationship of section 269 to section 382 is not defined by the 
statute. The Senate Committee Report indicates ** that section 269 may 
apply with respect to the net operating loss carry-over if section 382 does 
not but states that “[i]f a limitation in . . . section [382] applies to a net 
operating loss carryover, section 269 . . . shall not also be applied to such net 
operating loss carryover.” If this statement is taken literally by the courts, 
serious tax-avoidance possibilities exist. Suppose Profitable Corporation 
acquires all the assets of Losing Corporation in exchange for 20 per cent 
of its stock (other than non-voting preferred). No limitation in section 
382 applies. Consequently, section 269 may be applied if the requisite tax- 
avoidance purpose can be proved. Accordingly, where tax avoidance is the 
principal purpose of the acquisition, Profitable Corporation will issue only 
19.9 per cent of its stock (other than non-voting preferred) in exchange 
for Losing Corporation’s assets. Since the net operating loss carry-overs 
are reduced by .5 per cent by virtue of the limitations in section 382, the 
language of the Committee Report would preclude the application of 
section 269. 


88 Jd, at 284. 
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Since, as pointed out above, section 382(a) does not apply to losses of 
the taxable year but only to loss carry-overs, section 269 may be applied 
to disallow the deduction for losses sustained in the taxable year of the 
purchase. However, section 382(b) by its terms applies its limitation to 
losses of the transferor’s taxable year ending with the date of the transfer. 
Thus, where the shareholders of the transferor corporation emerge with 
less than 20 per cent of the shares of the acquiring corporation, the 
shelter afforded by subjecting the transaction to a section 382(b) limita- 
tion would, if the Committee Report correctly interprets the relationship 
of sections 269 and 382, permit acquisition towards the end of the tax- 
able year of the assets of a corporation with losses in its taxable year to 
offset a proportionate part of the acquiring corporation’s income of the 
taxable year. Perhaps, after a reasonable length of time the stock issued 
for the assets of the loss corporation can be redeemed. 

In connection with stock purchases combined with changes in business 
covered under section 382(a), the above-quoted statement from the Sen- 
ate Committee Report seems fairly reasonable. Section 382(a), in the 
light of that statement, would seem to provide a minimum objective test 
for the survival of the carry-over based on but one ot the factors which 
would be considered in a section 269 situation, to wit, maintenance of 
the business. If the acquisition does not meet the test, the entire carry-over 
is automatically lost. However, though that test be passed, the revenues 
have the protection of the more subtle requirements and elastic penalties 
of the older provision. Perhaps the secondary application of section 269 
is intended to be effective in situations where the business conducted be- 
fore and after a stock purchase is trivial when compared to the size of the 
carry-over and of a profitable business added to absorb it. Working in 
such fashion, sections 382(a) and 269 present a familiar pattern. For 
example, under section 355 a tax-free spin-off must meet certain minimum 
objective tests and may, moreover, not have been used principally as a 
device for the distribution of earnings and profits. 

The illogical disparity of treatment of the two methods of acquisition 
is pointed up by the fact that under section 382(a) the maintenance of as 
much as a one-half interest by the former owners will not exclude scrutiny 
of motive under section 269, whereas subsection (b), depending solely 
on continuity of interest, precludes the motive question as long as the con- 
tinuing interest is less than 20 per cent. It would seem that immunity 
from the operation of section 269 should not be granted because of the 
application of section 382(b). It would seem more advisable to keep sec- 
tion 269 in reserve, regardless of other limitations, to deal with any tax- 
avoidance situations. 
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E. EARNINGS AND PROFITS 


Where a subsidiary is liquidated tax-free and its asset basis carries over 
to the parent, section 381(c)(3) provides for the carry-over, subject to 
limitations, to the acquiring corporation of the earnings and profits (or 
deficit) of the distributor or transferor. Section 312(i) requires, in the 
case of corporate separations, that “proper allocation with respect to the 
earnings and profits of the distributing corporation and the controlled 
corporation (or corporations) shall be made under regulations prescribed 
by the Secretary or his delegate.” 

In certain tax-free liquidations, some question exists as to the proper 
extent of carrying over the earnings and profits (and deficits) of the sub- 
sidiary to the parent. Where the parent purchases 80 per cent of the stock 
of the subsidiary in a 12-month period and liquidates the subsidiary within 
two years of the purchase, no part of the subsidiary’s earnings and profits 
(or deficit) will carry over, since section 334(b) (2) will apply and pre- 
vent the application of section 381. If the requirements of section 
334(b) (2) are not met, the entire earnings and profits (or deficit) of the 
subsidiary will carry over. 

Neither result seems correct. The proper treatment would seem to be 
to carry over the earnings and profits (or deficit) attributable to the post- 
acquisition activities of the subsidiary and to eliminate those attributable 
to its pre-acquisition activities. There seems little equity or necessity to 
require (or permit) the parent to inherit the pre-acquisition earnings and 
profits (or deficits) of the subsidiary when the liquidation occurs more 
than two years after the stock purchase. The sellers of the stock have 
been freed of dividend treatment and have been taxed at capital gains 
rates on the sale of the stock. To saddle the new owners with the corpo- 
ration’s pre-acquisition earnings and profits seems unsound. Conversely, 
there is little to justify a failure to carry over the post-acquisition earnings 
and profits when the subsidiary is liquidated within two years of purchase. 
The test should not be the timing of the liquidation but the period to 
which the earnings and profits are attributable. It may even be questioned 
whether post-acquisition earnings (or deficits) attributable to pre-acquisi- 
tion appreciation (or depreciation) in asset value should be carried over. 
Here, however, administrative difficulties perhaps justify a failure to make 
an exception with respect to such earnings (or deficits). 

Section 381(c) (2), although providing that the distributor’s earnings 
and profits or deficits are deemed to have been received or incurred as of 
the close of the date of the distribution, provides that the deficit of either 
the distributor or the acquiring corporation “shall be used to offset earn- 
ings and profits accumulated after the date of transfer.” This rule over- 
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rules the Harter case.*® Suppose, e.g., P Corporation has a deficit of $500 
while its subsidiary S has earnings and profits of $100. If S is liquidated, 
a distribution by P to its stockholders thereafter will be a dividend until 
the inherited accumulated earnings of $100 have been distributed or off- 
set by losses after the liquidation. The very real difference between Harter 
and Phipps, i.e., that in the former case and not in the latter the dis- 
tribution could not have been a dividend absent the liquidation, is obliter- 
ated in order to prevent a distinction between upstream and downstream 
mergers in the reorganization area. 

In the reorganization area and in the corporate separation area even 
more than in the liquidation area, the carry-over of earnings and profits 
and deficits presents the intricate problem of preserving the earnings and 
profits in the right place at the right time to prevent the conversion of a 
distribution, which in the absence of the reorganization would have been a 
dividend, into a distribution of capital. In the corporate separation area, 
the Code in substance leaves the matter to Regulations. In the reorganiza- 
tion area it is somewhat more specific, although detailed rules are not 
prescribed. 

Among other questions as to the wisdom of permitting a deficit to carry 
over in a reorganization under the Code, the following may be asked. 
Since there is no requirement of the issuance of a minimum proportion 
of stock in order for a deficit to carry over, what is to prevent the 
acquisition of the shells of deficit corporations by the issuance of minute 
amounts of stock? Query whether section 269 can apply since the deficit 
will not secure “the benefit of a deduction, credit, or other allowance 
which the acquiring corporation would not otherwise enjoy.” 


II. ACCUMULATED EARNINGS Tax 


Considerable improvement over old section 102 in terminology and 
some technical improvement in the determination of the base on which the 
surtax is to be imposed have been made by sections 531 through 537 of the 
1954 Code. In the area of policy significant changes have also been made. 
Their effect cannot be predicted at this point, particularly since much de- 
pends on the administrative attitude towards the sections and the abuse 
with which they purport to deal. 


89 Harter v. Helvering, 79 F.2d 12 (2d Cir. 1935). In Snider v. United States, 54-2 
USTC 99693 (D. Mass. 1954), decided under the 1939 Code and involving a tax-free 
reorganization, the transferor’s deficit was allowed to offset earnings and profits of the 
acquiring corporation accumulated after the reorganization. The Court stated that the 
Phipps case compelled no different result. 

40 Comm’r v. Phipps, 336 U.S. 410 (1949). 
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A. THE OPERATION OF SEcTIONS 531 THROUGH 537 


1. The imposition of the tax—sections 531 through 533 and 537. Sec- 
tion 531 imposes an accumulated earnings tax of 27-1/2 per cent on the 
first $100,000 of accumulated taxable income and 38-1/2 per cent on the 
accumulated taxable income in excess of $100,000. Section 532 makes 
the accumulated earnings tax applicable to corporations (other than per- 
sonal holding, foreign personal holding, and exempt corporations) 
“formed or availed of for the purpose of avoiding the income tax on its 
shareholders or the shareholders of any other corporation, by permitting 
earnings and profits to accumulate instead of being divided or dis- 
tributed.” Section 533(a) declares that the fact that earnings and profits 
are permitted to accumulate beyond the reasonable needs of the business 
is determinative of the purpose to avoid tax with respect to shareholders 
unless the corporation proves the contrary by a “preponderance of the 
evidence.” Section 533(b) states the fact that a corporation is a mere 
holding or investment company is prima facie evidence of the prohibited 
purpose. 

Thus far, little substantive difference appears between these provisions 
and those of section 102(a), (b), and (c) of the 1939 Code. However, 
there are two changes. First, the corporation is now required merely to 
prove the contrary of the purpose to avoid tax by a “preponderance of 
the evidence” rather than “a clear preponderance of the evidence” as under 
section 102(c). That any cases will be won by taxpayers on the basis of a 
“preponderance of the evidence” which is not a “clear preponderance”’ is 
doubt ful. 

Secondly, the term “reasonable needs of the business” is defined by sec- 
tion 537 as including the “reasonably anticipated needs of the business.” 
This phrase may create difficulties. The Senate Committee Report *” as- 
serts that section 537 intends to make clear that the earnings need not be 
invested in the business immediately and that if there is a definite plan for 
investment, the corporation need not consummate it in a relatively short 
period after the close of the taxable year. The Report goes on to say, 
“However, where the future needs of the business are uncertain or vague, 
or the plans for future use of the accumulations are indefinite, the amend- 
ment does not prevent application of the accumulated earnings tax.” It is 
believed that the cases under section 102 indicate that the old law was in 
conformity with the statements in the Committee Report with respect to 
the new, for immediate investment of the accumulations has never been 
required. The phrase “reasonably anticipated needs of the business,” ap- 
pearing in section 537, perhaps implies, contrary to the last sentence 


40a Sen. Rep. No. 1622, op. cit. supra note 10, at 317-318. 
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quoted above from the Senate Report, that though the plan be vague and 
the needs be uncertain, nevertheless, if it is reasonable to anticipate that 
the need will arise, the provision will be satisfied. On the other hand, if the 
plan is truly vague, it may be difficult or impossible to establish a “need” 
and its “reasonable anticipation” for purposes of section 537. 

2. The burden of proof—section 534. Assuming no substantial dif- 
ferences between sections 531 through 533 and section 102(a), (b), and 
(c), considerable change is made by section 534, which enables the tax- 
payer to shift the burden of proof with respect to the reasonableness of 
the accumulations. 

Since under section 533 it would be extremely difficult to prove “by a 
preponderance of the evidence” that the purpose of permitting earnings 
to accumulate beyond the reasonable needs of the business was not tax 
avoidance, the cases under the new Code must turn, in the main, as they 
did under the old, on the reasonableness of the accumulations. Section 
534 enables the taxpayer to strip the Commissioner of the presumption in 
favor of the correctness of his determination with respect to this tax and 
requires the Commissioner to prove the unreasonableness of the accumula- 
tions. Section 534 may be described as the “hot-potato” or “heavy medicine 
ball’ provision. First, the Commissioner may toss the heavy burden of 
proof, in any subsequent Tax Court litigation, as to the reasonableness of 
the accumulations to the taxpayer. He can do this by sending the tax- 
payer, by registered mail, prior to the mailing of the notice of deficiency 
(except in the case of a jeopardy assessment), a “notification” to the effect 
that the proposed notice of deficiency includes an amount with respect to 
the accumulated earnings tax. The taxpayer, by submitting a statement 
“of the grounds (together with facts sufficient to show the basis thereof) 
on which the taxpayer relies to establish that all or any part” of the 
accumulations are reasonable, may throw the burden of proof of unreason- 
ableness back to the Commissioner.*! If, of course, the Commissioner 
sends no notification, he has the burden of proof.*? 

Several technical questions respecting the operation of section 534 
present themselves. The requirement that the notification with respect to 
the accumulated earnings tax be sent before the mailing of the notice of 
deficiency does not seem logical, particularly since sending the notifica- 
tion one minute before mailing the notice of deficiency presumably would 
satisfy the requirement. Secondly, the requirement that the taxpayer, in 
order to return the burden of proof to the Commissioner, submit a state- 
ment with respect to the reasonableness of the accumulations may give rise 
to the preliminary question in subsequent Tax Court litigation of the suf- 


41 .R.C. §534(a) (2) and (c) (1954). 
42 T.R.C, §534(a) (1) (1954). 
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ficiency of the “statement” to shift the burden. Presumably, the task of 
demonstrating the sufficiency of the statement falls on the taxpayer. 
Furthermore, to require a statement in order to shift the burden of proof 
seems an empty rule of procedure. It may be noted that section 125 of the 
Revenue Revision Bill of 1948, which contained a similar provision, re- 
quired the taxpayer to confine itself in the Tax Court to the grounds set 
forth in its “statement” in order to maintain the burden of proof upon 
the Commissioner. Such a restriction gives some purpose to the provision. 

The third technical question raised by section 534 is as follows. By its 
terms it applies only to proceedings in the Tax Court. Although the re- 
fund method was rarely followed under section 102, there were some dis- 
trict court cases, notably World Publishing Co. v. United States.* It 
seems poor policy indeed for the statute to prescribe a rule in the Tax 
Court which is different from that in the district courts with respect to 
the crucial issue in the litigation. As a practical matter, the variance in 
the rules eliminates the choice of forum as to those taxpayers who may 
find comfort in shifting the burden to the Commissioner via the statement 
route. 

3. The tax base—sections 535 and 536. The Commissioner having 
proved that earnings and profits have been permitted to accumulate beyond 
the reasonable needs of the business and the taxpayer having failed to 
prove by a preponderance of the evidence that the purpose of the accumula- 
tion was not tax avoidance, sections 532 and 533 are satisfied, and the 
accumulated earnings tax imposed by section 531 is applicable to the 
accumulated taxable income defined in section 535. 

Accumulated taxable income is basically the undistributed section 102 
net income of the 1939 Code reduced by the accumulated earnings credit 
provided in section 535(c) and dividends paid within two and one-half 
months after the close of the taxable year.** Two minor technical improve- 
ments are made with respect to the adjustments of taxable income allowed 
in arriving at the counterpart of section 102 net income. First, an adjust- 
ment is allowed for foreign taxes claimed as a credit, and second, the 
one-year net operating loss carry-over allowed by old section 26(c) is 
eliminated. In addition to the accumulated earnings credit, there is sub- 
tracted from the taxable income as adjusted (i.e., the counterpart of sec- 
tion 102 net income) dividends paid within 75 days after the close of the 
taxable year as well as those paid during the taxable year (except those 
dividends deemed to have been paid in the preceding taxable year by 
reason of the 75-day rule). 

The new Code effects its most substantial change in old section 102 by 


43 72 F.Supp. 886, aff’d, 169 F.2d 186 (10th Cir. 1948). 
44 T.R.C. §563(a) (1954). 
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granting an accumulated earnings credit. In the case of a “mere holding 
or investment company” the credit for the taxable year is the excess of 
$60,000 over the earnings and profits at the close of the preceding taxable 
year. With respect to an operating company, the credit is that part of the 
earnings and profits for the taxable year as are retained for the reasonable 
needs of the business (less the deduction for capital gains allowed by 
section 535(b)(6) in adjusting taxable income) but not less than the 
excess of $60,000 over the earnings and profits at the close of the pre- 
ceding taxable year. In short, the accumulated earnings credit has this 
effect. In the case of an operating company, the base of the tax is the cur- 
rent taxable income of the year (after adjustments for the corporate tax, 
dividends, etc.) less the greater of the following: (a) the portion of cur- 
rent year’s earnings and profits which are retained for reasonable needs of 
the business, or (b) the difference between $60,000 and the accumulated 
earnings and profits. As a result, earnings and profits must amount to 
$60,000 before any portion of the current year’s earnings and profits may 
be considered unreasonable. 

Section 1551, the counterpart of section 15(c) of the 1939 Code, seeks 
to prevent splitting the corporation to obtain more than one accumulated 
earnings credit. In this connection, the following is noteworthy. Section 
1551, as old section 15(c), does not cover the transfer of money to an- 
other corporation. In the case where more than one accumulated earnings 
credit is sought, the transfer is as likely to be cash as any other type of 
property. Furthermore, section 1551, as old section 15(c), does not cover 
the formation of multiple corporations by the same stockholders if there 
are no inter-company transfers of property, that is to say, a sole stock- 
holder of six different corporations might accumulate $60,000 (or more) 
in each of the six corporations. Finally, old section 15(c) was of ques- 
tionable effectiveness in preventing the obtaining of more than one surtax 
or excess profits credit, and there is no reason to believe that section 1551 
will be of greater effectiveness. 


B. THE Po.ticy OF THE SECTIONS 


That old section 102 was far from perfect both in operation and effect 
is generally conceded, and that a deterrent provision such as section 102 
or some remedial provision was necessary so long as individual tax rates 
may substantially exceed corporate rates is too clear for argument. The 
debatable question would seem to be the logic of imposing a surtax upon 
the corporation when individual taxes have been avoided by the use to 
which the corporation has been put. This is especially so when allowing 
the corporation to be subjected to the surtax may result in a smaller total 
tax than would result if the earnings are distributed. 
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Theoretically, the problem of shareholder tax avoidance should be at- 
tacked by subjecting the shareholder to surtax, perhaps by treating the 
accumulated earnings as a constructive dividend to the shareholders. How- 
ever, there may be administrative difficulties resulting from such an ap- 
proach which would militate against it. Raising the accumulated earnings 
tax rate would take the profit out of those situations where corporate rate 
plus accumulated earnings tax plus shareholder capital gain results in 
lower total tax than would result from corporate tax on the earnings plus 
shareholder’s tax with respect to the distribution of those earnings as a 
dividend. Such a surtax rate increase, however, would probably have to 
be applied also in those situations where subjection to the surtax would 
not produce a tax profit under a 27-1/2 per cent and 38-1/2 per cent rate. 
Since such situations constitute the majority, a surtax rate increase would 
not be justified. 

Much of the criticism levelled at section 102 revolved around the un- 
certainties which it created. The formulation of sound business policy 
was hampered by the tenuous standard of the section—the “unreasonable 
accumulation of earnings.” It is submitted that none of the substantial 
changes made by the Code will remove the old uncertainties except in so 
far as they may render the sections completely ineffective. 

1. The accumulated earnings credit. The provision granting an ac- 
cumulated earnings credit of $60,000 removes any uncertainty as to the 
propriety of accumulations to that extent. Likewise, it renders the sec- 
tions completely ineffective within that prescribed limit of permissible 
avoidance. Whether, apart from any utility in the case of multiple corpo- 
rations, this $60,000 floor will be of any real effect as respects the appli- 
cation of the tax depends on the extent to which the tax was asserted in the 
past as to corporations having less than $60,000 of accumulated earnings 
and profits. On the whole, it is probable that most corporations experienc- 
ing section 102 problems in the past, either raised by the taxpayer or his 
counsel with respect to the dividend policy for the year or by the Govern- 
ment with respect to a possible deficiency, have had at least $60,000 of 
accumulated earnings and profits. Consequently, the $60,000 provision 
should have little effect as far as helping taxpayers is concerned. Whether 
it will prejudice revenue agents or judges against the corporation with 
accumulated earnings and profits in excess of $60,000 is another matter. 

The removal from the tax base of the “reasonable”’ portion of the current 
year’s earnings and profits may serve to inject more uncertainty into 
this area. This provision requires the making of judgments not only as to 
the “unreasonableness” of the accumulation but also as to the precise 
amount of unreasonableness. The judgments as to “unreasonable com- 
pensation” are not so conspicuously successful as to indicate any great 
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success of the “rule of reason” under section 531. Fortunately or unfor- 
tunately, however, depending on how one views the matter, this injection 
of the rule of reason may have a more limited effect than was contem- 
plated. In practice, a section 102 issue has not generally been raised except 
where the accumulation has persisted over several years. The tax, however, 
is based on the income of the current year. The accumulated earnings 
credit is for the reasonable portion of the current earnings and profits. But 
in ascertaining whether any portion of the current earnings is reasonably 
accumulated, it is necessary first to allocate to the prior accumulations any 
amounts regarded as needed for the business. Stated differently, the un- 
reasonable aspect of the entire accumulation, past and present, is allocated 
to the latest accumulation, which is that of the current year. Now, if the 
Commissioner has any fair foundation at all for his assertion of tax, 1.e., 
if there has been some unreasonable accumulation, there is a pretty good 
chance in the usual type of case that at least the accumulation for the last 
year is entirely unreasonable. If this is not so, it was a feeble case to start 
with. As a result, in many cases the prior accumulations will probably have 
exhausted whatever reasonable needs may exist for any accumulation at 
all, thus leaving no room for the new provision respecting the reasonable 
portion of the current year’s accumulation. The difficulty of drawing a 
precise line between reasonable and unreasonable to this extent would not 
be met. But by the same token the new provision would not be of any real 
benefit to taxpayers in the usual case. Whether, in a case where there was 
some reasonableness even as to the current year’s accumulation when 
added to the prior accumulations or where the question is pushed back to 
a preceding year and some of the accumulation is reasonable, the provision 
would be of positive harm to taxpayers is another matter. It may be that 
in the past such a case was often won by the taxpayer, since the alternative 
was to tax the entire current year’s income. In the future, since only a part 
of the current year’s income will be taxed, the case may now go for the 
Government as to that part. On the other hand, the new provision may 
in practice have the effect of imparting a considerable degree of flexibility 
to the administration of the section, making it easier for taxpayers and the 
Service to agree on settlement. 

2. The burden of proof. The shifting of the burden of proof cannot 
possibly enable management to gauge the propriety of its dividend policy 
from the standpoint of the accumulated earnings tax, unless it renders the 
provisions virtually ineffective. The question for management is twofold. 
Is the accumulation unreasonable, and if so, can the Commissioner prove 
it? It seems scarcely reasonable to suppose that management can more 
readily answer the second question in addition to the first than it can 
answer the first, unless, of course, the second is susceptible of a negative 
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answer only, in which event the first question would not, under section 
534, require an answer. 

Since in the cases decided under old section 102 the taxpayer has sus- 
tained the burden of proof more often than not, and since, obviously, it is 
in a far better position than the Commissioner to adduce proof concern- 
ing the reasonable needs of its business (if the aspect of who has the 
burden of proof has any real significance), there would appear to be no 
justification for departing from the rules as to the burden of proof pre- 
vailing in almost every area of tax litigation, unless the shifting of the 
burden was intended to render the tax ineffective except in the most 
flagrant cases. Perhaps many will conclude that in practice the Commis- 
sioner has not usually acted except in a flagrant case, so that he can 
readily bear the burden of proof. Moreover, they are likely to feel that 
the theoretical location of the burden of proof will rarely have any real 
effect on the end result. 

3. Dividends paid after the close of the year. Certainly permitting 
dividends paid after the close of the taxable year to be subtracted in de- 
termining accumulated taxable income will have no effect on the search 
for certainty in the area. If the change can be justified on the basis that 
management must await the close of the taxable year prior to the formula- 
tion of a sound dividend policy, the fact that it will permit the shifting 
of income between successive years may be overlooked. From the stand- 
point of the policy of the accumulated earnings tax, this issue is inconse- 
quential. 
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: incentives to attract foreign capital are a device used by many 
countries.. Tax concessions of great variety are offered to foreign 
traders and investors so as to obtain their participation in local business 
and industry. A special type of tax incentive is offered in those countries 
to which foreign capital is attracted not for business reasons but merely 
to acquire a favorable tax status. Incorporation in these so-called tax 
havens” is not followed by local business activities but is motivated soleiy 
by the desire to take advantage of the attractive tax situation. 


I. Tax INDUCEMENTS TO CoRPORATIONS IN SOME JURISDICTIONS 


Tax concessions may take different forms. The Principality of Liechten- 
stein grants favored tax treatment to foreign business enterprises using 
the country as their statutory domicile.* In the Republics of Liberia* and 
Panama’ income derived from foreign sources is excluded from local 
taxation. In the Principality of Monaco® there are no income, capital, o1 
property taxes whatsoever. Tax inducements are usually accompanied by 
liberal laws, making it easy to comply with the requirements of incorpora- 
tion and continued corporate existence. 


ALAN R. Rapo is a member of the New York and District of Columbia Bars, a Lec- 
turer on Taxation at New York University School of Law, and is a practicing attorney 
in New York City. 

1Tax incentives are discussed in The Effects of Taxation on Foreign Trade and 
Investment, XVI U.N. 17 et seg. (1950). 

2See Gordon, Tax Haven. Little Liechtenstein Lures Army of U. S. and Foreign 
Subsidiaries, Wall Street Journal, July 7, 1954, p. 1, col. 1. 

3 See generally, Fecer, Das STEvERRECHT Des FuERSTENTUMS LIECHTENSTEIN (1948). 

4IncomeE TAx Law or LieerrA, an Act to amend the Internal Revenue Code of 1937 
and provide an income tax, approved Apr. 23, 1950, as amended by Acts approved Dec. 
22, 1950, Aug. 25, 1951, Mar. 10, 1952, Mar. 20, 1953. 

5 Law No. 52 of 1941, as amended by Laws No. 49 of 1946, No. 34 of 1951, and No. 2 
of 1953. 

6 Reply of Government of Monaco to Questionnaire on the Tax Treatment of Foreign 
Nationals, Assets and Transactions, 8/46/Add. 29 (U.N. E/CN. 1951). 
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Liechtenstein. Corporations are subject to tax on their capital and 
income. Capital tax amounts to two-tenths of one per cent of paid in 
capital and to one-twentieth of one per cent of capital remaining unpaid.‘ 
Income tax is levied on yearly net income at rates from three to twelve 
per cent.* Agreements for fixed annual payments in lieu of both taxes 
may be concluded with the tax administration.® 

Favored tax treatment is accorded to so-called holding companies and 
domicile companies. A holding company is one whose purpose principally 
lies in the management of holdings and other enterprises.*° A domicile 
company is defined as a company having its statutory domicile in the 
country but otherwise engaged in business activities abroad.1’ These 
companies pay no tax on their income and pay only a capital tax of 
one-tenth of one per cent of their capital, but at least 200 francs’? annually. 
If they are organized as corporations, they also pay a five per cent coupon 
tax on dividends actually distributed. Holding and domicile companies 
may conclude binding agreements with the tax administration in which 
their annual tax payments (not including the coupon tax) are fixed in 
advance in a lump sum for a period up to 30 years. The annual payment 
may not be less that 400 francs.”* 

Liberia. Income tax on corporations is levied at rates progressing from 
five per cent on taxable net income to $5,000 to 25 per cent on all income 
over $50,000."* These rates may be modified when contractual agree- 
ments are concluded with the Liberian Government. Domestic corpora- 
tions are taxable on their income from all sources, while foreign corpora- 
tions doing business in Liberia pay tax only on income derived from 
operations within the country.** However, an exclusion from gross income 
is provided for such domestic corporations whose majority of voting 


7™Tax Law of Jan. 11, 1923, 2 LiecHTENSTEINISCHES LANDES-GESETZBLATT Art. 68 
(1923). 

8 Jd. Art. 70. 

9 Jd. Art. 45. 

10 Jd, Art. 72, 1, as amended by Law of May 10, 1924, 7 LiecHTENSTEINISCHES LANDES- 
GESETzBLATT (1924). Holding corporations also receive favored tax treatment in Switzer- 
land, where federal law and laws of many cantons provide for certain tax advantages. 

11 Decree of Feb. 20, 1926, 5 LiscHTENSTEINISCHES LANDES-GESETZBLATT §5, {1 
(1926). 

12 Jd. §5, 93. Legal currency is the Swiss franc which is the equivalent of United 
States $0.2334. 

13 Jd, §5, 93. 

14INcoME TAx Law oF Lrperta §XII. The monetary unit in Liberia is the United 
States dollar. 

15 Jd. §XIX. 
16 Jd. §XIV. 
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stock is held by citizens of a foreign country or by persons residing 
outside Liberia. Such corporations are exempt from taxation on all income 
derived from (a) sources outside Liberia; (b) transactions in foreign 
commerce; and (c) property, or the purchase and sale of property, situ- 
ated outside Liberia, excepting, however, sales within or without the 
country of goods grown, produced, or manufactured therein.” 

Operators of ships also enjoy very liberal tax treatment. The law 
provides that all owners, individual and corporate, of vessels documented 
under Liberian laws and which are not exclusively engaged in coastwise 
Liberian trade, are fully exempt from income tax on all earnings derived 
from the operation of such vessels." 

Panama. Income tax is imposed at the same rates on individuals and 
corporations. The basic rate is two per cent on taxable net income up to 
2,400 balboas, and progresses to 34 per cent on all income over 1,000,000 
balboas.’® The tax is payable only on income obtained within the Republic 
of Panama, whether derived from business, profession, property, or 
manual labor. A surcharge of 20 per cent is levied on income from in- 
vested capital.” 

Not only small countries offer tax inducements to companies conduct- 
ing their business outside their territory. In Venezuela, for instance, in- 
come tax is payable only on net income derived from property located in 
the country or economic activities carried on therein.?? Canada, an impor- 
tant capital exporting country, grants complete tax exemption to so-called 
foreign business corporations.”” 

Canada. Foreign business corporations are corporations organized 
under Canadian law whose business operations are of an industrial, min- 
ing, commercial, public utility, or public service nature and are carried on 
entirely outside Canada, and whose property, except securities and bank 


17 Jd. SX VII(2). 

18 Jd. SX VII(3). Subparagraph 4 of the same section contains a specific tax exemp- 
tion of all earnings derived from the operation of vessels by non-resident citizens of a 
foreign country and foreign corporations. This exemption is the exact equivalent of 
the exemption of shipping profits under 1954 Code sections 872(b)(1) and 883(1), and 
the Commissioner expressly ruled that Liberia satisfied the equivalent exemption require- 
ments (1.T. 4076), 1952-1 Cum. Butt. 138). The broad general exemption of shipping 
profits under subparagraph 3, in combination with the cited provisions of our Internal 
Revenue Code, seems to make operation of ships registered under the Liberian flag by a 
Liberian corporation very desirable. 

19 “Balboa” is the local currency unit and is equal to the United States dollar. 

20 Law No. 52 of 1941, Arts. 1 and 2; Law No. 2 of 1953, Art. 4. 

21Income Tax Law of Nov. 12, 1948, Art. 1; Decree No. 105 of Apr. 25, 1949, 
implementing said Jaw, Art. 1. 

22 These corporations were called “Four-K Companies” under section 4(k) of the 
Income War Tax Act. 
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deposits, is situated outside Canada. Management of such corporations 
need not be entirely outside Canada. A foreign business corporation is 
totally exempt from tax on its income and merely pays an annual fee 
of $100.** Dividends distributed by it to a non-resident stockholder, 
as by any other Canadian corporation, are subject to a 15 per cent tax 
withheld at the source without any deduction.** Under the United States- 
Canadian Tax Convention this rate may be reduced to five per cent 
when dividends are paid by a Canadian subsidiary to the United States 
parent corporation owning 95 per cent of the votiag shares of the sub- 
sidiary, provided that ordinarily not more than 25 per cent of the gross 
income of such subsidiary corporation is derived from interest and 


dividends.”* 


II. Tax TREATMENT OF FOREIGN CORPORATION’S INCOME 
UNDER INTERNAL REVENUE CODE 


It would be a wonderland indeed which gave corporations organized 
in it complete tax immunity. Organization in a tax haven merely lends 
a corporation favorable tax status in that country provided that business 
activities are carried on abroad. Hence, the dominant consideration is 
what tax liability is incurred by the foreign corporation in the country 
or countries where it intends to conduct its activities. If these activities 
are carried on in the United States as well as in foreign countries, it is 
necessary to examine what taxes are payable both here and abroad. 

The functions of a foreign corporation in the world of business are 
many. They range from serving as a top holding company of a worldwide 
industrial empire to conducting local manufacturing operations as a 
foreign subsidiary. We shall examine the tax liability in the United 
States of foreign corporations engaged in international trading opera- 
tions. The results will apply to such corporations generally, no matter 
in what foreign country they have been organized. 

The foreign tax liability of such corporations would depend on the 
tax system of the foreign country involved and also on the type of 
business operation. A careful examination of the foreign laws will be 
required in each instance to determine whether or not the acts undertaken 


“3 INcoME Tax Act, C. 148, §71, Rev. Stat. CANADA (1952). 

24 Jd. §106(1) (a). Under section 107 certain shareholders of foreign business corpora- 
tions, which directly or indirectly operate public utilities outside Canada, are exempted 
from the Canadian withholding tax on dividends paid by such corporations. 

25 INCOME TAX CONVENTION BETWEEN THE UniTep States AND CANnapa, Art. XI(2) 
Protoc. 6, U.S. Treaty Ser. No. 1212 (1942). The full text of the Convention and the 
Regulations thereunder appears in T.D. 5206, 1943 Cum. Butt. 526. 
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in the foreign country constitute a basis for the imposition of local taxes. 

The 1954 Code defines a foreign corporation as a corporation which 
is not domestic, that is, not created or organized in the United States 
or under the law of the United States or of any State or Territory.” 
It is generally accepted that a corporation whose corporate franchise has 
been granted by authority of a foreign country is considered a foreign 
corporation. Foreign corporations are taxed only upon gross income 
derived from sources within the United States. A resident foreign cor- 
poration,” one engaged in trade or business in the United States, is 
taxable on its entire gross income from United States sources*® at the 
same rate as domestic corporations.”® A non-resident foreign corporation, 
one not engaged in trade or business in the United States, is taxable at 
a flat rate of 30 per cent on only such of its gross income from United 
States sources as constitutes so-called fixed or determinable annual or 
periodical income.*® Where the corporation is of a foreign country which 
concluded a tax convention with the United States, its tax liability in 
the United States is somewhat modified. 

Whether and to what extent a foreign corporation may earn income 
free of United States tax would depend therefore upon whether the 
income is derived from United States or foreign sources. If its entire 
income is from foreign sources, it is not taxable in the United States. 
If, however, it also receives income from United States sources, its tax 
liability here would depend upon whether it is engaged in trade or busi- 
ness in the United States.** Where an income tax convention is in ex- 
istence with the country of incorporation, its liability may also depend 
upon whether it has a “permanent establishment” in the United States.” 


7€ T.R.C. §7701(a) (4) and (5) (1954). 

27 Foreign corporations are divided into two classes: (1) foreign corporations not 
engaged in trade or business within the United States at any time within the taxable 
year, referred to as non-resident foreign corporations, and (2) foreign corporations 
which at any time within the taxable year are engaged in trade or business within the 
United States, referred to as resident foreign corporations. Reg. 118, Sec. 39.231-1(a). 

28 T.R.C. §882(b) (1954). 

29 T.R.C. §882(a) (1954). 

20 T.R.C. §881(a) (1954). 

$2 T.R.C. §871(c) (1954). 

32 The existing income tax conventions between the United States and certain foreign 
countries all contain a modification of taxation on the basis of engaging in trade or 
business by introducing the permanent establishment test. As a rule, therefore, where a 
convention is applicable, a foreign corporation is not deemed to be engaged in trade or 
business in the United States unless it has a permanent establishment here. For a discus- 
sion of what constitutes a permanent establishment, see PuHitiies, Unitep States 
TAXATION OF NONRESIDENT ALIENS AND ForEIGN Corporations 238 et seg. (1952); 
Alexander, The Income Tax Convention with the United Kingdom, 2 Tax L. Rev. 300 


(1947.) 
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A. Source oF INCOME 


The criteria for determining the source of income** may be summarized 
as follows: 

Interest is from United States sources if paid by a resident of the 
United States, unless less than 20 per cent of the payor’s gross income is 
derived from United States sources. In all other cases, interest is from 
foreign sources.** 

Dividends are from United States sources if they are received from a 
United States corporation, unless less than 20 per cent of its gross 
income is derived from United States sources. Dividends from foreign 
corporations deriving 50 per cent or more of their gross income from 
United States sources are from United States sources in the proportion 
that the United States gross income of the corporation bears to its total 
gross income. In other cases dividends are from foreign sources.*® 

Compensation for personal services is treated as income from sources 
within the country in which the services were performed.” 

Rentals and royalties from personal property are income from sources 
within the country in which such property is located or used.*" 

Income from the sale of real property is from sources within the country 
in which the property is located.** 

Income from the sale of personal property purchased by the seller is 
derived entirely from the country in which the property was sold.*® In- 
come from the sale of personal property produced within and sold without 
the United States, or produced without and sold within the United 
States, is derived partly from United States and partly from foreign 
sources.*° Apportionment rules are provided by the Treasury Regulations. 

It should be noted that the fact of collecting or receiving the income 
in the United States generally does not affect the source of income. Prob- 
lems have most frequently arisen in determining the sources of income 
from sales of personal property, not only because the rules are diffi- 


33 The question of determining the source of income has been thoroughly analyzed 
in an article by Allan and Coggan, Aliens and the Federal Income Tax, 5 Tax L. Rev. 
255-281 (1950). See also Roberts AND WARREN, INCOME TAXATION OF NONRESIDENT 
ALIENS AND ForeIGN Corporations 28-62 (Practising Law Institute, 1953), Pxuittres, 
op. cit. supra note 32, at 67-96. 

247. R.C. §§861(a) (1) and 862(a) (1) (1954). 

35 T.R.C. §§861(a) (2) and 862(a) (2) (1954). 

36 T.R.C. §§861(a) (3) and 862(a) (3) (1954). 

37 T.R.C. §§861 (a) (4) and 862(a) (4) (1954). 

38 T.R.C. §§861(a) (5) and 862(a) (5) (1954). 

39 T.R.C. §§861(a) (6) and 862(a) (6) (1954). 

40 T.R.C. §§863(b) (2), (3) and 864 (1954). 

41 Reg. 118, Sec. 39.119(e)-1. 
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cult to apply but also because sales may be arranged and carried out in 
so many different ways. 

The factor determining the source of income in sales of personal prop- 
erty is the place of sale. At present the principal rule for ascertaining the 
country in which property is sold is that the sale is made where the title 
to the goods passes from the seller to the buyer. This rule is based on 
the decision in East Coast Oil Co., S.A.,** which held that sales were 
made where title to the property passed. A refinement in the rule was 
introduced in Ronrico Corporation* which held that retention of bare 
title in the seller for security reasons by making out bills of lading and 
insurance policies to the order of the shipper was irrelevant, and that 
the sale took place where beneficial ownership and risk of loss passed to 
the buyer. The transactions involved in these cases were “c.i.f.” and 
“f.0.b.”’ contracts common in international trade. In the former, the 
beneficial ownership and risk of loss is presumed to pass to the buyer 
at the point of delivery to the carrier, in the latter, at the designated f.o.b. 
point.** Many years passed before the Commissioner issued G.C.M. 
25131,*° adopting the rule expressed by the courts. In it he revoked his 
earlier rulings and thus ended a long period of unceriainty.*® It should 


42 31 B.T.A. 558 (1934), aff'd, 85 F.2d 322 (5th Cir. 1936), cert. denied, 299 U.S. 608 
(1936). 

4344 B.T.A. 1130 (1941). 

44 The letters “f.o.b.” stand for the words “free on board.” In commercial practice 
these words mean that the agreed sales price covers, in addition to the cost of the goods, 
all charges incident to delivering the goods to the designated point, free of expense to the 
buyer. Under shipments “f.o.b.” or “f.o.b. point of shipment,” the presumption is that 
the property interest in the goods is intended to pass to the buyer upon shipment, that is, 
at the point of delivery to the carrier. Under shipments “f.o.b. destination,” the pre- 
sumption is that the property interest is not intended to pass until the goods reach their 
destination. The letters “c.i.f.” stand for the words “cost, insurance, and freight.” This 
means that the agreed price includes, in addition to the cost of the goods, insurance 
during transit and freight to destination or other point specially named. Under “c.i.f.” 
shipments the presumption is that the property interest in the goods is intended to pass 
at the point of delivery to the carrier. Where in making shipments “f.o.b. point of ship- 
ment” or “c.i.f.” the seller reserves title merely as security for the purchase price by 
taking the bill of lading to his order, the beneficial interest in the goods is nevertheless 
presumed to pass at the point of delivery to the carrier. 2 WiLLIstON oN Sates §§280, 
280a-280f (1948 ed.). 

45 1947-2 Cum. Butt. 85. 

46 Early rulings were to the effect that personal property was deemed sold in the 
country where title passed. O.D. 1100, 5 Cum. Buti. 118 (1926); I.T. 1569 II-1 Cum. 
Butt. 126 (1920) ; I.T. 2068, III-2 Cum. Burr. 164 (1920) ; G.C.M. 2467, VII-2 Cum. 
Buty. 188 (1927). However, the Supreme Court’s opinion in Compania General de 
Tabacos de Filipinas v. Collector, 279 U.S. 306 (1929), led the Commissioner to revoke 
the earlier rulings and to issue G.C.M. 8594, IX-2 Cum. Buty. 354 (1930). He disre- 
garded therein the place where title passed and ruled that personal property was deemed 
sold where the sales contract, as the final act of the seller, was made. I.T. 2806, XIII-2 
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be noted, however, that even at present the Regulations in two places 
contain definitions of the country in which sales were made with criteria 
differing from the title passage test.*” 

However, the Commissioner has indicated in G.C.M. 25131 that in 
any case in which the sales transaction is arranged in a particular manner 
for the primary purpose of tax avoidance, the place of title passage 
would not be the sole test for determining the source of income. In such 
case, all factors of the transaction, such as negotiations, the execution of 
the agreement, the location of the property, and the place of payment, 
would be considered, and the place of sale would be the country in which 
the substance of the sale occurred. 

There has been no clear indication of what types of situation are to 
be covered by the tax avoidance clause of G.C.M. 25131. The reference 
in the ruling to Kaspare Cohn, Inc.** does not shed light on this question, 
as in that case neither the title passage rule nor any other rule was 
used to determine the place of sale. Instead, the sale of the foreign sub- 
sidiary was held to be in fact a sale of the parent, a domestic corporation. 
The Board of Tax Appeals concluded that there was no need to discuss 
whether the sale was made in the United States or abroad, since a do- 
mestic corporation was taxable on its income from all sources. In two 
later cases*® the Board refused to disregard the passage of title test, 
although the facts seemed to suggest a tax avoidance scheme, and held 
that the gain on the sales was from foreign sources. 

In the past some of the factors listed in G.C.M. 25131 were found in- 
sufficient to overcome the result reached by applying the title passage 
rule. Thus, for instance, the place where the sales negotiations were con- 
ducted or where the agreement was executed,”® the place where the sales 


Cum. Butt. 78 (1934), followed this ruling, but in G.C.M. 13475, XIII-2 Cum. Butt. 
224 (1934) the signing of a sales contract in Canada was disregarded in a case where 
sales negotiations took place in the United States. The following year I.T. 2869, XIV-1 
Cum. Butt. 13 (1935), concluded again that the place of the sales contract determined 
the source of income. For a dicsussion of these earlier rulings, see Siegel, Place of Sale 
in Foreign Trade in Proceepincs or NEw York UNIVERSITY FirrH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 523 (1947). 

47 Reg. 118, Sec. 39.119(a)-6: “The ‘country in which sold’ ordinarily means the place 
where the property is marketed.” Reg. 118, Sec. 39.119(e)-1(b) : “Case A2: ... The term 
‘gross sales of the taxpayer within the United States’ means the gross sales made during 
the taxable year which were principally secured, negotiated, or effected by employees, 
agents, offices or branches of the taxpayer’s business resident or located in the United 
States ....” 

48 35 B.T.A. 646 (1937). 

49 Hazleton Corp., 36 B.T.A. 908 (1937), appeal dismissed, 9th Cir. 1939; Elston Co., 
Ltd., 42 B.T.A. 208 (1940), appeal dismissed, 4th Cir. 1941. 

50 Fast Coast Oil Co., S.A., 31 B.T.A. 558 (1934), aff’d, 85 F.2d 322 (5th Cir. 1936), 
cert. denied, 299 U.S. 608 (1936); Ronrico Corp., 44 B.T.A. 1130 (1941); Anglo- 
Mexican Petroleum Co., Ltd. CCH B.T.A. Mem. Dec. 9941-B (1937). 
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price was paid,®* and the place from which the selling activities were di- 
rected** were held immaterial. But where all the components of the 
transaction considered together would show that the substance of the 
entire sales transaction occurred in a place different from the place where 
the passage of title was arranged by the parties, the Commissioner would 
no doubt take the position as indicated in G.C.M. 25131. 

But even in such cases where the applicability of the title passage rule 
is not disputed, the result does not always coincide with a contractual 
provision usually associated with the passage of title. Thus, in Amtorg 
Trading Corporation v. Higgins** it was held that shipment “‘f.o.b. foreign 
port” did not conclusively fix the point where title was meant to pass 
when other facts contradicted such conclusion. It is clear, therefore, that 
no full reliance may be placed on a contractual provision usually indicat- 
ing the place of passage of title. Instead, it should be spelled out very 
specifically in the contract that the parties intend title and risk of loss 
to pass outside of the United States. Such an expression of the intent 
of the parties controls where the transfer is to take place.°* The expression 
of intent should be accompanied by commerical arrangements customarily 
used in effecting passage of title abroad. Great care should be exercised 
that shipping documents and all actions of the seller and buyer be entirely 
consistent with their agreement. 

In view of the reservation expressed in G.C.M. 25131, it may not be 
entirely safe to rely on the technical passage of title outside of the United 
States, however clearly it has been stipulated. It would be advisable to 
shift as far as practicable other sales activities or factors to a foreign 
country so as to disprove effectively any contention that the substance 
of the transaction occurred within the United States. 

Three basic patterns may be distinguished in international sales opera- 


tions.®® 


1. Sales of American Goods to Foreign Buyers (Exports) 


The income of a seller from sales abroad of goods produced by him 
within the United States is derived partly from United States and 
partly from foreign sources.*° Thus, foreign corporations are usually 
encountered in the role of sales organizations, either independent ex- 


51 East Coast Oil Co., S.A., supra note 50; Anglo-Mexican Petroleum Co., Ltd., supra 
note 50; Exolon Co., 45 B.T.A. 844 (1941). 

52 Guy Livingston, 4 TCM 943 (1945). 

58 150 F.2d 536 (2d Cir. 1945), reversing 58 F.Supp. 56 (S.D.N.Y. 1944). 

542 WILLISTON ON SALES §259 (1948 ed.) ; Unirorm Sates Act §18. 

55 See also Brainerd, United States Income Taxation of International Sales of Per- 
sonal Property, 32 Taxes 359, 368 (1954). 

56 See note 40 supra. 
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porters or selling subsidiaries formed by a manufacturing parent for the 
conduct of foreign marketing activities. 

When a foreign corporation purchases goods in the United States and 
then resells them to purchasers in foreign countries, the entire gain 
realized is income from foreign sources, provided that the sales are made 
without the United States.°’ No United States tax liability attaches to such 
income realized by a foreign corporation, regardless of whether or not 
it is engaged in trade or business in the United States.*® 

The question whether a foreign entity is taxable in the United States 
on gains from sales of goods purchased in the United States and sold 
abroad was first presented to the Board of Tax Appeals in R. J. Dorn & 
Co.** The decision in this early case was based on the title passage rule, 
which continues to be valid. Dorn & Co. was a foreign partnership with 
offices in Cuba, Martinique, and New York. The activity of the New 
York office was confined to the purchase in the United States of goods 
manufactured here upon orders received from abroad and to the shipment 
of such goods to foreign consignees. The Board found that this activity 
did not earn taxable income here unless there was a “sale” within the 
United States. It further found that the purchasers of the goods were 
non-residents, title to the goods remained with the seller until delivery 
to the foreign consignee, and the money from which the income was 
derived was received from the foreign customer. It thus held that the 
income was from sources without the United States and therefore not 
taxable. 

It may be significant that in the Dorn case not only did title pass 
abroad, but the sales activities were centered abroad. Thus the Board 
did not have to rely on the passage of title alone, as the sales transactions 
were substantially effected abroad. The findings of fact would satisfy 
even the reservation in G.C.M. 25131, issued much later, which 
was designed to apply only to instances where sales were arranged in a 
particular way for purposes of tax avoidance. 

Where a foreign corporation is organized for the specific purpose of 
selling United States goods abroad, it may not be safe to conclude that 
the bare retention of title by the foreign corporation until the goods 
reach some point outside the United States is sufficient to give the pro- 
ceeds of sale the character of foreign income. To insure this result it 
would be advisable that the foreign corporation engaged in purchasing 
operations in the United States maintain tangible trading activities in 
foreign countries. The establishment of a place of business abroad may 
have commercial advantages besides tax considerations. But if no such 





57 See note 39 supra. 
58 See note 28 supra. 
59 12 B.T.A. 1102 (1928). 
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place of business is maintained, selling activities should be conducted 
abroad through exclusive agents, distributors, dealers, traveling salesmen, 
etc. 

Let us suppose that sales of United States goods to foreign buyers 
by a foreign corporation are ruled to be sales made within the United 
States because the substance of the transactions has occurred here. In 
such a case gains realized from these sales would constitute income from 
United States sources. Such income would always be taxable when re- 
ceived by a foreign corporation engaged in business here, as a resident 
foreign corporation is taxed on its entire income derived from United 
States sources. On the other hand, a non-resident foreign corporation, 
one not engaged in business here, pays tax only on “fixed or determinable 
annual or periodical income.’® What constitutes “engaging in trade or 
business in the United States’ and what is “fixed or determinable an- 
nual or periodical income”® has been discussed in detail elsewhere. It 
would seem sufficient to state here that generally gains from sales of 
personal property are not considered “fixed or determinable annual or 
periodical income.” Thus, a foreign corporation not engaged in trade 
or business in the United States would not be taxable here on income 
from the sale of goods in the United States, if it could retain its status 
as a non-resident foreign corporation. 

It is generally accepted that mere purchasing activities in the United 
States do not constitute carrying on business in the United States, so as 
to give rise to taxable income.™ But if in addition sales are made in the 
United States and such sales are extensive and represent a continuing 
activity,” the foreign corporation would undoubtedly be considered en- 
gaged in business here and taxed as a resident foreign corporation on its 
entire income from United States sources. This would be equally true re- 
gardless of whether the sales were effected by the foreign corporation 
directly or through agents. Excepted only are sales of commodity exchange 
commodities, stocks and securities, when they are effected in the United 
States through a commission agent, broker, or custodian, provided there 
is no exercise of trading discretion in the United States. The exception 


60 See note 30 supra. 

$1 Allan and Coggan, supra note 33, at 293; RoBERTS AND WARREN, Op. cit. supra note 
33, at 21; PHILLIPs, op. cit. supra note 32, at 33. 

62 Weyher and Kelley, The Income Taxation of Aliens—Some Riddles and Parado-es, 
9 Tax L. Rev. 373 (1954). 

6° Reg. 118, Sec. 39.143-2(b). However, the 1954 Code enlarged the concept of “fixed 
or determinable annual or periodical income” taxable to a non-resident foreign corpora- 
tion to include gains derived from the disposal of timber or coal under certain types of 
contracts which the law treats as capital gains. I.R.C. §§881(a) and 631(b) and (c) 
(1954). 

64 T.D. 3111, 4 Cum. Burr. 280 (1921). 

85 See European Naval Stores Co., S.A., 11 T.C. 127, 133 (1948). 
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does not apply at all to sales of goods not dealt with on commodity ex- 
changes. 

Could a different result be achieved if the foreign corporation were 
organized under the laws of a country with which a tax treaty has been 
concluded, for instance, a foreign business corporation organized under the 
laws of Canada? Indeed, the Canadian Income Tax Convention modifies 
the taxation of industrial and commercial profits of a Canadian enterprise 
by introducing the permanent establishment test. A Canadian enterprise 
is not taxable here on such profits unless it has a permanent estab- 
lishment in the United States. Maintaining a purchasing office or carry- 
ing on business here through an independent agent does not constitute 
a permanent establishment.®* Thus the Convention allows considerable 
latitude in carrying out business operations in the United States, without 
subjecting the Canadian enterprise to income tax. 

A Canadian enterprise is defined in the Convention as an enterprise 
carried on in Canada by a Canadian corporation.® However, a Canadian 
foreign business corporation must carry on its entire business outside of 
Canada if it is to qualify for tax exemption in Canada.” It is clear, there- 
fore, that such a corporation may not be considered a Canadian enter- 
prise as defined in the Convention. Consequently, its tax liability in the 
United States would be determined in accordance with the applicable 
provisions of the Code, without reference to the permanent establishment 
test of the Convention. 

Conventions with other countries also limit the application of the 
permanent establishment test to an enterprise carried on in the other 
country or by a corporation managed and controlled in the other country.” 


66 T.R.C. §§884(2) and 871(c) (1954). This provision corresponds to section 211(b) 
of the 1939 Code. Before amendment by the Revenue Act of 1942 transactions effected 
through a resident broker, commission agent, or custodian in stocks, securities, or com- 
modities were excluded. Since then, the term “commodities” has been limited to com- 
modities dealt in on organized commodity exchanges, so that “goods and merchandise in 
the ordinary channels of commerce are not within the scope of this term.” H.R. Rep. No. 
2333, 77th Cong., Ist Sess. (1942), 1942-2 Cum. Butt. 460. The exclusion has been 
construed very narrowly as applying only to instances where there is no exercise of trad- 
ing discretion by the broker, commission agent, or custodian in the United States. See 
Comm’r v. Nubar, 185 F.2d 584 (4th Cir. 1951), reversing 13 T.C. 566 (1949), cert. 
denied, 341 U.S. 925 (1950) ; Fernand C. A. Adda, 10 T.C. 273 (1948), aff’d, 171 F.2d 
457 (1949), cert. denied, 336 U.S. 952 (1948) ; Scottish American Investment Co., Ltd., 
12 T.C. 49 (1949). For a definition of “commission agent,” see G.C.M. 21219, 1939-1 
Cum. Butt. 201. 

67 INCOME TAX CONVENTION BETWEEN THE UNITED STATES AND CANADA, Op. cit. supra 
note 25, Art. III(1). 

68 Jd. Protoc. 3(f). 

69 Jd. Protoc. 3(d) and (e). 
70 TNcomE TAx Act, c. 148, §71(2), Rev. Stat. Canapa (1952). 
71INcomME TAX CONVENTION BETWEEN THE Unitep STATES AND DENMARK, Art. 
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Consequently, a foreign corporation maintaining a mere statutory domicile 
in a country with which the United States has concluded a tax convention, 
would not qualify as an enterprise of such country as defined in the con- 
vention. Its business profits would be taxable, therefore, under the pro- 
visions of the Code. 

It seems clear that the real danger in having a foreign corporation 
effect export sales lies in the fact that if the sales are not accepted as sales 
made abroad, the foreign corporation becomes fully taxable on the gains 
from these sales as income derived from United States sources. A possi- 
bility of eliminating this danger is suggested by British Timken Limited.” 
The value of this case, however, is open to question, as the arrangement 
used therein was the result of extraordinary conditions created by World 
War II and was considered as a temporary wartime arrangement by tiie 
Tax Court. 

Before the war, British Timken, a non-resident foreign corporation, 
had purchased from American Timken roller bearings which it resold 
to its customers abroad. American Timken was the largest stockholder 
of the British company. After war broke out, this method of operation 
underwent a change, and American Timken shipped bearings f.o.b. 
Canton, Ohio, directly to the British company’s overseas customers in 
Australia. At first orders for these bearings came from the British com- 
pany; later its Australian distributors and customers sent their orders 
directly to the American company. On all direct shipments, British Timken 
was at first credited with the difference between the prices charged its 
customers and the normal price American Timken would have charged 
the former for the same bearings. Because of the difficulty involved in 
figuring credits, it was agreed that British Timken would accept a flat 
rate of the gross sales handled by American Timken. This rate amounted 
to 22.56 per cent prior to January, 1941, and to 20 per cent thereafter. 

The Tax Court found that there was no purchase within the United 
States by British Timken and thereafter a sale from it to its forcign 
customers ; instead, title to purchased bearings passed directly to the cus- 
tomers at Canton, Ohio, the designated f.o.b. point, and the collection of 
the sales price was made by American Timken. The Court held that situs 
of these sales within the United States did not determine the source of 


II(1)(g), U.S. Treaty Ser. No. 2109 (1948), T.D. 5777, 1950-1 Cum. Buti. 76; 
IncoME TAx CONVENTION BETWEEN UNITED STATES AND SwiTzERLAnn, Art. II(1)(f), 
U.S. Treaty Ser. No. 7463 (1952); INcome Tax CONVENTION BETWEEN THE UNITED 
STATES AND THE UNITED Kinopom, Art. II(1) (i) and (g), U.S. Treaty Ser. No. 8109 
(1946), T.D. 5569, 1947-2 Cum. Butt. 100; Income Tax ConvenTION BETWEEN THE 
Unitep STATES AND IRELAND, Art. III(1)(i) and (g), U.S. Treaty Ser. No. 4164 
(1951). 
7212 T.C. 880 (1940). 
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British Timken’s income in spite of the compensation measured by a fixed 
percentage of the gross sales. Rather, it was the situs of British Timken’s 
activity’* which constituted the source of its income. The latter had a sales 
force, agents, and consulting engineers in Australia and the orders filled 
by American Timken were produced by these sales facilities. Sums paid to 
British Timken were in recognition of these sales activities and also of the 
fact that bearings were sold in a market which by agreement was exclu- 
sively reserved to British Timken. 

It is evident that under the facts as outlined, American Timken could 
not be considered an agent of British Timken, and the opinion contains 
an express statement to this effect. On the other hand, the function of 
British Timken resembles a great deal the position of an agent, although 
it had developed from a relationship that had been originally one of ven- 
dor-vendee. It would seem that if a foreign corporation would undertake 
to act as an agent of an American seller in foreign markets and would 
receive a commission for its sales activities abroad, its compensation for 
such services performed abroad would be income derived from foreign 
sources and not taxable in the United States.’* In order to reach such 
a result, however, the foreign corporation would have to establish con- 
clusively that the sales were negotiated and secured abroad through its 
sales organization. 


2. Sales of Foreign Goods To American Buyers (Imports) 


Sales of goods produced or purchased abroad that are made without 
the United States give rise to incéme from foreign sources. A foreign 
corporation receiving such income is not taxable in the United States, 
regardless of whether it is a resident or non-resident foreign corporation. 
The leading cases dealing with the source of income from sales of personal 
property are based on sales transactions of this type. 

In East Coast Oil Co., S.A.” taxpayer was a Mexican corporation en- 
gaged in the business of producing, buying, and selling oil. It owned 
extensive properties near Tampico, Mexico. Some of its officers were 
citizens and residents of the United States, and it maintained offices in 
Tucson, Arizona, and Houston, Texas. Its stock was owned by the South- 
ern Pacific Co., a domestic corporation. The contested sales were made to 
United States buyers f.o.b. Mexican port or c.i.f. United States port. The 
contracts were drawn and executed in the United States. Payments for 
the oil were made to taxpayer at its Houston office. The Board held that 


73 Cf. ILR.C. §862(a) (3) (1954); Reg. 118, Secs. 39.119(a)-3 and 39.119(c)-1(c). 
74O.D. 112, 1 Cum. Butt. 232 (1920) ; cf. Piedras Negras Broadcasting Co., 43 B.T.A. 
297 (1941), aff’d, 127 F.2d 260 (5th Cir. 1942). 
™ Note 42 supra. 
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under both types of contract title to the oil sold passed to the buyers in 
Mexico, giving rise to income from foreign sources, on which taxpayer 
was not taxable. 

In Anglo-Mexican Petroleum Company, Ltd.** the holding was identi- 
cal. In that case taxpayer was a British corporation with its head office in 
London and a sizeable business office in New York City. The New York 
office was divided into five departments and the disputed sales of oil, of 
which there were only five, were made by one of these known as the Oil 
Trading Department. The taxpayer owned no oil in New York but pur- 
chased it from a Mexican company not affiliated with it in any way. The 
sales by taxpayer were made f.o.b. Mexican port to two United States oil 
companies and a Cuban oil company engaged in business in the United 
States. The contracts were executed in New York and provided that they 
should be governed by New York law. The taxpayer’s other income was 
from United States sources and taxed here. 

Both decisions were based squarely upon the passage of title test. In 
both cases numerous sales factors were located in the United States. It is 
therefore not surprising that more than ten years went by before the 
Commissioner finally acquiesced in the East Coast Oil decision™ and 
made it the basis for his adoption of the title passage rule in G.C.M. 
25131." 

In a later case, Estate of B. W. Cadwallader,” it was the Commissioner 
who urged the Tax Court to find that the foreign corporation did not do 
business or derive gross income from United States sources.*° The facts 
were these. A United States citizen and resident of Manila was a stock- 
holder and active officer of a Philippine corporation, A, engaged prin- 
cipally in the business of selling Philippine lumber to purchasers in the 
United States. A did not have offices or any sales organization of its own 
in the United States nor did it solicit any business here, but it was repre- 
sented by a New York City brokerage firm, B. B procured orders from 
American purchasers for Philippine lumber and forwarded them to A in 
Manila, which either accepted or rejected them as it saw fit. If the orders 
were accepted, A loaded the lumber aboard ships in Manila under on-board 
bills of lading to B and consigned it to B who paid all freight and in- 
surance expenses from that point to final delivery to the customer in the 


76 CCH B.T.A. Mem. Dec. 9941-B (1937). 

77 1947-2 Cum. Butt. 2. 

78 Id. at 85. 

7913 T.C. 214 (1949). 

80 The issue arose under section 216 of the applicable Act of 1918 which provided for 
the allowance of a credit for the normal income tax on dividends received from corpora- 
tions. The taxpayer claimed that he was entitled to such credit for dividends received 
from the foreign corporation, as the latter was taxable here upon income it derived from 
United States sources. 
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United States. B had the lumber measured and delivered to the customer 
and billed the customer for it. When the customer paid for the lumber, 3 
deducted its total expenses and its five per cent broker’s commission and 
credited the balance to A’s account. Lumber was never shipped for future 
sale or consignment or sold directly to B; it was always shipped to fill 
purchase orders solicited by and received from B. The Tax Court con- 
cluded that lumber was sold in Manila and that A’s gross income was 
derived there. 

In all these cases the source of income was determined on the basis of 
the title passage rule, although in the first two cases most of the sales 
activities presumably took place in the United States. However, there was 
no indication of any such special tax avoidance arrangement as is con- 
templated in G.C.M. 25131 issued much later. In the more recent Cad- 
wallader case the acceptance of the orders solicited by the United States 
broker was reserved to the Philippine seller who did not himself engage 
in any selling activities in the United States.** 

The decisive factor in sales operations of this type is the relinquishment 
of title by the seller while the goods sold are still situated in the foreign 
country. Usually the passage of title to the buyer occurs when goods are 
delivered to the carrier in the foreign country for transport to the United 
States. Reservation of title merely for securing payment for the goods 
does not affect the place of sale, which is in the country where the beneficial 
ownership passes to the buyer. 

As in sales of United States goods to foreign buyers, it would be ad- 
visable to plan selling operations so that sales activities are shifted to 
points outside of the United States as much as practicable. Reliance on 
a technical passage of title abroad is not sufficient and may be questionable, 
particularly. in instances where the foreign corporation has been set up 
especially to engage in sales from abroad. In such cases it would be particu- 
larly desirable, in view of G.C.M. 25131, to negotiate and secure sales 
abroad. 

When sales are substantial and not too numerous, as in the case of 
sales of oil to large companies, negotiation of the sale and arrangements 
for the passage of title in the foreign country do not present great diffi- 
culties. However, when sales to a large number of United States buyers 
are contemplated, it may not be feasible or practicable to secure sales or to 
arrange for passage of title abroad on many separate shipments to small 
buyers. In such cases it may be preferable to arrange sales through a 
United States broker, as was done in the Cadwallader case. An exercise of 


81 As sales were made abroad, employing a resident broker did not constitute carrying 
on trade or business within the United States by the Philippine corporation. There were 
no transactions effected within the United States, nor was there any exercise of trading 
discretion here. Cf. I.R.C. §871(c) (1954). 
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trading discretion within the United States should be avoided as much as 
possible. 

Another satisfactory arrangement might be to sell the goods to a 
United States buyer as distributor. Such arrangement was tested in 
Ronrico Corporation.*” Ronrico was a Puerto Rican corporation with 
principal offices in San Juan and a distillery in Puerto Rico. Three of its 
directors resided in Puerto Rico and another three in the United States. 
It appointed a domestic corporation as sole and exclusive distributor in 
the United States for Ronrico Rum. Sales were made c.i.f. United States 
port with retention of bare title for security reasons in the shipper. The 
Board held that sales were made in Puerto Rico where beneficial owner- 
ship and risk of loss passed to the buyer. It considered irrelevant the fact 
that Ronrico maintained offices in this country for promotional purposes, 
which also kept statistics of all United States sales. None of these offices 
was permitted to accept orders for Ronrico, but they did solicit orders on 
behalf of the American distributor. Ronrico was not authorized to do 
business in any state of the United States. 

If it should be found that in selling goods purchased abroad the seller 
failed to pass title abroad to the buyer, the gains from the sales would 
constitute income from United States souces taxable to a foreign corpora- 
tion engaged in business here. The conclusion reached earlier with regard 
to export sales,** i.¢., that such such sales when made within the United 
States would necessarily cause the foreign corporation to be engaged in 
business here and thus to be taxable on the profits, would apply equally 
to import sales. Nor could any more favorable treatment be achieved 
under existing tax conventions, for the reasons stated. 

Failure to pass title abroad in a sale of goods produced by the seller in 
a foreign country would be less harmful. If such a sale should be held to 
be a sale made in the United States, only part of the profit from the sale 
would be taxable as United States income. The other part determined 
under apportionment rules in the Regulations would always constitute 
non-taxable foreign income. 


3. Sales of Foreign Goods To Foreign Buyers 


When goods produced or purchased abroad are sold to a buyer in a 
foreign country without ever reaching United States territory, there would 
be no doubt that title passed to the buyer outside of the United States. 
As long as title did not pass within the United States, it makes no differ- 
ence whether such passage of title occurred while the goods were in the 


8244 B.T.A. 1130 (1941). 
83 Supra p. 317. 
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foreign country of origin or after they arived in the foreign country of 
destination. 

In Exolon Company*™ the Commissioner strenuously argued that such 
title passage abroad did not necessarily result in foreign sales and thus in 
income from foreign sources. The principal reason for his position may 
have been the fact that the seller was a domestic corporation with its 
main office in New York and a plant in Canada. The goods sold were pro- 
duced at the Canadian plant and shipped from there either f.o.b. Thorold, 
Canada, or c.i.f. London to buyers in foreign countries. In most cases 
the orders were received and accepted in the New York office, which also 
received payment for the goods. The Board of Tax Appeals concluded 
that all of the sales were made in Canada where title to the goods sold 
passed ; that the income from the sales was therefore from foreign sources ; 
and that it made no difference whether the seller was a domestic or foreign 
corporation. 

The interesting aspect of this decision is that some of the orders had 
been placed in the New York office by another domestic corporation, 
Kluyskens of New York, specifying the name of the ultimate purchaser 
abroad to whom Kluyskens had resold the goods. Payment for the goods 
was made in New York by Kluyskens, but the goods were shipped from 
the Canadian plant f.o.b. Thorold, Canada, directly to customers of 
Kluyskens in England and Germany. Thus, in this case sales by a do- 
mestic corporation to another domestic corporation were held to be sales 
made abroad, on the ground that the goods had been resold by the domestic 
corporation buyer to foreign customers without actually entering the 
United States. It would seem that if a foreign corporation should make 
sales to buyers in the United States without shipping the goods to them 
but shipping the goods directly to customers abroad to whom the goods 
have been resold by the United States buyers, the foreign corporation’s 
gains from the sales made by it would not be taxable here, being income 
from foreign sources, as long as there is no basis for invoking the tax 
avoidance clause in G.C.M. 25131. 

Another situation involving sales of foreign goods to a buyer abroad 
was presented to the Tax Court in Guy Livingston. There the taxpayer 
was a non-resident alien, a member of a partnership he had formed in 
England with another non-resident alien for the purchase of arms and 
munitions in Central and South America to be sold to the British Gov- 
ernment. During the taxable year 1941, both partners lived in New York 
City and conducted their business from an office maintained there. How- 
ever, the goods were located and purchased by them abroad and then sold 


8445 B.T.A. 844 (1941). 
854 TCM 943 (1945). 
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to the British Government without ever being brought into the 
United States. The Tax Court held that the income of the taxpayer as 
a partner was from foreign sources and not taxable to a non-resident alien. 
The Commissioner’s argument that the income was compensation for 
services rendered in New York to the partnership and, thus, United 
States income was disregarded. 


III. Controts Over INcome Tax Savincs PLANS 


“There is a well established principle in tax law that a taxpayer may 
legally and honorably take any steps approved by the law to arrange his 
affairs so as to minimize his tax liability.”°* However, the application of 
this principle has been restricted by certain provisions of the Internal 
Revenue Code and by decisions of the courts. A discussion of a foreign 
corporation’s income tax liability would not be complete without consid- 
ering briefly these statutory and judicial controls to the extent that they 
may be applicable to situations where foreign corporations are formed by 
United States interests to engage in international sales transactions. 


1. Section 482 


This section substantially corresponds to section 45 of the 1939 Code. 
It provides that where two or more organizations, trades, or businesses 
are owned or controlled by the same interests, the Secretary of the Treas- 
ury, or his delegate, is authorized to distribute, apportion, or allocate 
gross income, deductions, credits, or allowances, between them, if he de- 
termines that it is necessary to do so in order to prevent evasion of taxes 
or clearly to reflect the income of such organizations, trades, or businesses. 
The section is expressly made applicable regardless of whether or not the 
businesses are incorporated, whether they are organized in the United 
States or elsewhere, whether or not they are affiliated, and whether the 
ownership or control is direct or indirect. The purpose of section 482 is 
to place a controlled taxpayer on a tax parity with an uncontrolled tax- 
payer by giving the Secretary, or his delegate, authority to determine the 
true net income of a controlled taxpayer according to the standard of an 
uncontrolled taxpayer dealing at arm’s length with another uncontrolled 
taxpayer.*’ A thorough analysis of the section and the cases thereunder 
appeared in an earlier issue of the Tax Law Review.®* 

Although section 482 has no exact counterpart in earlier legislation, it 


86 See John Junker Spencer, 19 T.C. 727, 735 (1953), citing United States v. Isham, 17 
Wall. 496, and Gregory v. Helvering, 293 U.S. 465. 

87 Reg. 118, Sec. 39.45-1(b) (1). 

88 Cooper, Section 45,4 Tax L. Rev. 131 (1949). For a recent case discussing the appli- 
cation of section 45, see Polak’s Frutal Works, Inc., 21 T.C. 953 (1954). 
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is based on the consolidated return provisions of the Revenue Acts of 
1921, 1924, and 1926.°° The Committee Reports explaining the provision, 
enacted as section 240(d) of the 1921 Act, refer to foreign subsidiaries 
as a frequently employed method of “milking” the parent company or 
otherwise improperly manipulating its financial accounts.®° There has been 
surprisingly little application of section 482, or its predecessors, which 
have been substantially the same since 1928, to situations where foreign 
corporations are involved. 

In Asiatic Petroleum Company (Delaware), Ltd.*' the Commissioner 
was sustained in his allocation of profit realized by a foreign corporation 
to a United States corporation. The facts were as follows. Two foreign 
corporations, one Dutch and the other British, owned, respectively, 60 and 
40 per cent of the stock of another Dutch corporation, B, and of taxpayer, 
A, a domestic corporation. 4 owned all the shares of another domestic 
corporation and sold these shares, which had considerably appreciated in 
value, at cost to B, the Dutch corporation. On the same day B resold the 
same shares to a third domestic corporation at a large profit. This sale 
took place in Montreal, Canada, making the profit non-taxable to the Dutch 
corporation. The Board of Tax Appeals held that the profit was properly 
allocated to A under section 45 of the 1928 Act, the legislative purpose 
of this section being to prevent tax avoidance by the shifting of profits in 
a related corporate group. 

The Commissioner was not so successful in his efforts to apply section 
45 in Elizalde & Co., Ltd.®* The taxpayer corporation in this case was 
engaged in importing sugar from the Philippine Islands. Its stock was 
beneficially owned by a Philippine corporation engaged in exporting sugar 
and other commodities, as well as in shipping and banking. As the ex- 
clusive sub-agent of the transportation company carrying the sugar to 
the taxpayer, the Philippine corporation received from the transportation 
company a percentage of the freight paid by the taxpayer as a commission. 
The Commissioner claimed that the payments by the transportation com- 


89 Sec. 240(d) of the Revenue Acts of 1921 and 1924; Sec. 240(f) of the Revenue Act 
of 1926. 

90 H.R. Rep. No. 350, 67th Cong., Ist Sess. 14 (1920): “Subsidiary corporations, 
particularly foreign subsidiaries, are sometimes employed to ‘milk’ the parent corporation, 
or otherwise improperly manipulate the financial accounts of the parent company. To 
prevent this abuse, section 249 (240) would give the Commissioner of Internal Revenue 
power to consolidate the accounts of two or more related trades or businesses solely for 
the purpose of making an accurate distribution of gains, profits, income, deductions or 
capital. .. .” Sen. Rep. No. 275, 67th Cong., Ist Sess. 20 (1920): “This is necessary to 
prevent the arbitrary shifting of profits among the related businesses, particularly in 
the case of subsidiary corporations organized as foreign trade corporations.” 

9131 B.T.A. 1152 (1935), aff’d, 79 F.2d 234 (2d Cir. 1935), cert. denied, 296 U.S. 645 
(1935), rehearing denied, 296 U.S. 664 (1935). 

927 TCM 706 (1948). 





—=-———. 





I 
( 
I 


wm —, «am yy ee 


mee 








1955] ROLE OF FOREIGN CORPORATION 327 


pany were made to the Philippine corporation as rebates or “kickbacks” 
on the freight charges paid by the taxpayer and were properly added to 
his income under section 45. However, the Tax Court held that the pay- 
ments to the Philippine corporation were for services rendered and thus 
were not includible in the taxpayer’s income. 

It would seem that the provisions of section 482, though sparingly ap- 
plied in the past, could be used to reallocate income to a domestic business 
entity where profits from international sales are shifted from such entity 
to a foreign corporation controlled by the same interests so as to escape 
United States tax on such profits. Section 482 might be applied, for in- 
stance, where a United States manufacturer sells its products to the for- 
eign export subsidiary at a price which fails to retain the full manufactur- 
ing profit, or it might be applied where a foreign corporation acting as 
sales agent abroad for a United States seller is paid an excessive com- 
mission, not leaving a reasonable profit for such seller. In import transac- 
tions comparable situations might exist where a foreign company sells to 
its United States distributor at a price which would allow the latter only 
nominal profits upon resale, or where the United States sales agent of a 
foreign corporation receives less than the usual commission on import 
sales. 

In all these instances the element of control must be present before sec- 
tion 482 may be applied. It is immaterial whether control is exercised by 
the United States company or the foreign corporation, or whether both 
companies are controlled by the same interests.°2 However, where the 
foreign corporation’s transactions are made at arm’s length, that is, under 
the same terms or conditions as are customary between uncontrolled tax- 
payers, or where there is no relationship of control between the foreign 
corporation and the domestic business entity, it would seem that the ap- 
plication of section 482 need not be feared. 

The Commissioner has also sought to apply section 45 of the 1939 Code 
in cases involving the subdivision of businesses. A recent case of such 
application is Advance Machinery Exchange, Inc.,** 
sioner was sustained in allocating the income of three separate businesses 
to the taxpayer corporation. The Commissioner relied in doing so on 
section 22(a) of the 1939 Code® as well as on section 45.°* The Tax 


where the Commis- 





93 Asiatic Petroleum Company (Delaware), Ltd., 79 F.2d 234, 236 (2d Cir. 1935). 
948 TCM 84 (1949), aff'd, 196 F.2d 1006 (2d Cir. 1952), cert. denied, Oct. 12, 1952. 
95 TL.R.C. §61(a) (1954). 

96 Other cases in which the Commissioner sought to invoke section 22(a) as an alterna- 
tive to section 45 but in which the taxpayers prevailed are: Cedar Valley Distillery, Inc., 
16 T.C. 870 (1952) ; Polak’s Frutal Works, Inc., 21 T.C. 953 (1954). Section 129 as an 
alternative to section 45 was applied by the Commissioner unsuccessfully in Chelsea 
Products, 16 T.C. 840, aff'd. 197 F.2d 620 (3d Cir. 1952). For a discussion of the inter- 
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Court held that there was but one taxable entity, the taxpayer corporation, 
to whom under the broad scope of section 22(a) the income of the other 
three businesses was attributable.*’ On appeal, the Second Circuit Court 
also held against the taxpayer corporation but relied on section 45 to 
allocate to it the income of the other three businesses. In this case the 
three corporations and the sole proprietorship were “all being engaged in 
the same business, at the same location, using the same equipment, with 
the same employees, and to a large extent supplying the same customers.”®® 
However, where a foreign corporation conducts its business of interna- 
tional trading as a genuinely separate and distinct business, there would 
not seem to be ground for a similar application of section 482. 

The principle found in section 482 has been embodied in all income tax 
conventions concluded by the United States with foreign countries.*® The 
provision, substantially the same in all conventions, applies when an en- 
terprise of one country by reason of its participation in the management 
or capital of an enterprise of the other country imposes conditions dif- 
ferent from those which would result between independent enterprises. 
In such a case the accounts between the two enterprises may be adjusted 
to determine the true income of the controlled enterprise, which may be 
taxed accordingly. 


relation of sections 45, 129, and 22(a), sce Landman, Multiplying Business Corporations 
and Acquiring Tax Losses, 8 Tax L. Rev. 81 (1952). 

*7 The Tax Court’s reliance on section 22(a) is based on the general principle that 
taxable income should be charged to him who earns it. 

98 Advance Machinery Exchange, Inc., 8 TCM 84, 89 (1949). 

99 INcoME TAX CONVENTION BETWEEN THE UNITED STATES AND AUSTRALIA, Art. IV, 
U.S. Treaty Ser. No. 510 (1953); Income Tax ConvENTION BETWEEN THE UNITED 
STATES AND Bexcium, Art. V, U.S. Treaty Ser. No. 709 (1952); Income Tax Con- 
VENTION BETWEEN THE UNITED STATES AND Canapa, Art. IV, U.S. Treaty Ser. No. 
1208 (1942) ; Income Tax CoNvENTION BETWEEN THE UNITED STATES AND DENMARK, 
Art. IV, U.S. Treaty Ser. No. 2109 (1948); Income Tax ConveNTION BETWEEN THE 
Unrtep States AND FINLAND, Art. IV, U.S. Treaty Ser. No. 2764 (1952); INcomE 
Tax CONVENTION BETWEEN THE UNITED STATES AND FRAnNcE, Tit. I, Art. 5, U.S. 
Treaty Ser. No. 2808 (1945) ; Income Tax CONVENTION BETWEEN THE UNITED STATES 
AND Greece, Art. IV, U.S. Treaty Ser. No. 3108 (1953); INcome Tax ConvENTION 
BETWEEN THE UNITED STATES AND IRELAND, Art. IV, U.S. Treaty Ser. No. 4109 
(1951); Income Tax CoNnvENTION BETWEEN THE UNITED STATES AND THE NETHER- 
LANDS, Art. IV, U.S. Treaty Ser. No. 5810 (1948) ; Income Tax ConvENTION BETWEEN 
Tue Unitep States AND NEw ZEALAND, Art. IV, U.S. Treaty Ser. No. 5909 (1951); 
IncomE Tax CoNvENTION BETWEEN THE UNITED STATES AND Norway, Art. IV, U.S. 
Treaty Ser. No. 6108 (1951); Income Tax ConvenTION BETWEEN THE UNITED 
STATES AND SweEDEN, Art. IV, U.S. Treaty Ser. No. 7308 (1940); Income Tax Con- 
VENTION BETWEEN THE UNITED STATES AND SWITZERLAND, Art. IV, U.S. Treaty Ser. 
No. 7409 (1951); Income Tax CoNnvENTION BETWEEN THE UniTEp STATES AND THE 
Union or South Arrica, Art. VII, U.S. Treaty Ser. No. 7909 (1951); and Income 
Tax CONVENTION BETWEEN THE UNITED STATES AND THE UnitTED Kinopom, Art. IV, 
U.S. Treaty Ser. No. 8111 (1941). 
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2. Section 269 

This section provides in substance that a deduction, credit, or other 
allowance is to be disallowed (a) when a person acquires, directly or 
indirectly, control of a corporation, or (b) when a corporation acquires, 
directly or indirectly, property of another corporation not controlled prior 
to such acquisition, the basis of which property in the hands of the acquir- 
ing corporation is a substituted basis; and in either instance the principal 
purpose of such acquisition is evasion or avoidance of federal income tax 
by securing the benefit of a deduction, credit, or other allowance which 
the acquiring person or corporation would not otherwise enjoy.’ 

This provision was first enacted by the Revenue Act of 1943' as 
section 129 of the 1939 Code. It remains substantially unchanged in the 
1954 Code, except that a new subparagraph has been added containing a 
presumption that a disproportionate purchase price paid upon an acquisi- 
tion after March 1, 1954 shall be prima facie evidence that the principal 
purpose of such acquisition was evasion or avoidance of federal income 
tax. 10? 

Section 129 of the 1939 Code and the cases thereunder have been ana- 
lyzed in numerous articles.*” In the past courts have been liberal in finding 
that where an acquisition of control or property served a reasonable busi- 
ness purpose, tax avoidance was not the principal purpose of such acquisi- 
tion. It should be remembered, however, that in future cases involving 
acquisitions after March 1, 1954, the taxpayer will have the burden of 
proving that tax avoidance was not the principal purpose if the purchase 
price is found to be disproportionate. 

When we limit our examination to ascertaining the applicability of 
section 269 to cases where a foreign corporation is formed by United 


100 For purposes of section 269, the term “person” includes a partnership, company 
£ 


or corporation. The term “allowance” refers to anything which has the effect of 
diminishing tax liability and thus includes an exemption or an exclusion. Reg. 118, Sec. 
39.129-1(a) and (e). 

101 Revenue Act of 1943, Sec. 128(a). 

102 A disproportionate purchase price is defined as consideration paid upon an acquisi- 
tion which is substantially disproportionate to the aggregate of the following: (1) the 
adjusted basis of the corporation's property when control of a corporation is acquired 
or of the property acquired when a corporation acquires property of another corporation, 
and (2) the tax benefits which would not be available otherwise to the acquiring person 
or corporation. I.R.C. §269(c) (1954). 

103 Rudick, Acquisitions Made to Avoid Income or Excess Profits Tax: Section 129 
of the Internal Revenue Code, 58 Harv. L. Rev. 196 (1944); Chase, An Analysis of 
Section 129 of the Internal Revenue Code, 30 Corn. L.Q. 421 (1945); Barnard, Ac- 
quisitions for Tax Benefit, 34 Cartr. L. Rev. 36 (1946) ; Eckman, What Has Happened 
Under Section 129; What May We Expect? in Proceepincs or NEw York UNIVERSITY 
TentH ANNUAL INSTITUTE ON FEDERAL TAXATION 1231 (1952); Tarleau, Acquisition 
of Loss Companies, 31 Taxes 1050 (1953). 
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States interests to conduct international sales transactions, the first ques- 
tion would be whether forming such a foreign corporation constitutes 
an acquisition of control of a corporation within the meaning of the 
section.?* 

The Regulations state that control of a corporation may be effected 
either by acquiring the requisite percentage of stock of an existing cor- 
poration or by acquiring stock of a newly-organized corporation. A 
ruling that section 129 is not applicable to the formation of a Western 
Hemisphere Trade Corporation,’”® also indicates that the formation of a 
new corporation is considered by the Commissioner an acquisition of 
control of a corporation. The ruling concluded, however, that there is no 
tax avoidance when a new corporation is organized to obtain the benefits 
offered by the Code to Western Hemisphere Trade Corporations.** 

It appears from this ruling that the newly-created Western Hemisphere 
Trade Corporation was a new corporation in form only. In reality it was 
formed “to carry on the business in the Western Hemisphere (other than 
in the United States) of an existing domestic corporation.” As a result, 
such parent corporation in fact obtained the partial exemption accorded 
to Western Hemisphere Trade Corporations upon income which other- 
wise would have been subject to the full corporate income tax rate. Despite 
this, the ruling found no tax avoidance, because the transaction was clearly 
within “the basic purpose or plan which the deduction, credit, or other 
allowance was designed by the Congress to effectuate.’’?°* 

However, when a foreign corporation is formed, not to continue a 
business carried on formerly by a domestic parent, but to engage in inter- 
national trading as a new business, it may not be said that a tax exemption 
of income has been secured which the acquiring person or corporation 
would not otherwise enjoy. Such income would not exist unless the foreign 
corporation is formed. It seems, therefore, that in such a case the element 
of tax avoidance by securing an exemption would be lacking and that there 
would be no acquisition of control within the meaning of section 269. 

But even if it should be claimed that the foreign corporation, not being 
taxable on income from sources outside the United States, had in fact 
secured a tax exemption, its use by the foreign corporation would not 


104 Control is defined as “ownership of stock possessing at least 50 per cent of the total 
combined voting power of all classes of stock entitled to vote or at least 50 per cent of 
the total value of shares of all classes of stock of the corporation.” I.R.C. §269(a) 
(1954). 

105 Reg. 118, Secs. 39.129-1(d) and 39.129-3(b) (2). See also Rudick, supra note 
103, at 209 and Barnard, supra note 103, at 92. 

106 J.T. 3757, 1945 Cum. Butt. 200. 

107 T.R.C. §§921 and 922 (1954), corresponding substantially to §§109 and 26(i) of the 
1939 Code. 

108 Reg. 118, Sec. 39.129-2(b). 





19 


se 
he 
th 
of 
us 


_- 


oO 


1955] ROLE OF FOREIGN CORPORATION 331 


seem to be prohibited by section 269. In a Tax Court case—not governed 
however, by this provision—the Court nevertheless expressed the view 
that “that section would seem to prohibit the use of a deduction, credit, 
or allowance only by the acquiring person or corporation and not their 
use by the corporation whose control was acquired.” 


3. Separate Taxable Entity of Foreign Corporation 


The question of disregarding the separate corporate entity of a corpora- 
tion has often been presented to the courts in tax controversies. In Moline 
Properties, Inc.,."° holding against the contention of the taxpayer that the 
corporate identity be ignored, Justice Reed for the Court stated the rule 


as follows 144 


The doctrine of corporate entity fills a useful purpose in business life. 
Whether the purpose be to gain an advantage under the law of the state of 
incorporation or to avoid or to comply with the demands of creditors or to 
serve the creator’s personal or undisclosed convenience, so long as that pur- 
pose is the equivalent of business activity or is followed by the carrying on of 
usiness by the corporation, the corporation remains a separate taxable entity. 
I by tl porat tl poration r rate taxab! tit) 


He then attempted to summarize the recognized exceptions to this rule 
and stated, “In general, in matters relating to the revenue, the corporate 
form may be disregarded where it is a sham or unreal. In such situations 
the form is a bald and mischievous fiction.”*”” 

It is not the purpose of this paper to discuss the many cases in which 
either the Commissioner or the taxpayer has sought to disregard the 
separate entity of a corporation."** However, we will consider briefly a 
few cases in which, at the behest of the Commissioner, the separate entity 
of a foreign corporation was ignored. 

In the early case of Kaspare Cohn, Inc.* the Board of Tax Appeals 
held that a Canadian corporation was acting as a mere agency or instru- 
mentality of a domestic corporation in transferring stocks in a domestic 
public utility company to another United States corporation; that such 
Canadian corporation was created by its domestic parent to make it ap- 
pear that the sale had been made in Canada by a foreign corporation ; and 


108 See Alprosa Watch Corporation, 11 T.C. 240, 245 (1948). 

110 319 U.S. 436 (1943). 

111 Jd. at 438-439. 

112 Jd. at 439, citing Higgins v. Smith, 308 U.S. 473, 477-478; Gregory v. Helvering, 
293 U.S. 465. See also National Carbide Corporation, 336 U.S. 422 (1939). 

113 A clear analysis of this problem appears in Cleary, The Corporate Entity in Tax 
Cases, 1 Tax L. Rev. 3 (1945). Recent cases in which the Tax Court refused to dis- 
regard separate corporate entities are: John Junker Spencer, 19 T.C. 727, (1953); 
Polak’s Frutal Works, Inc., 21 T.C. No. 109 (1954). 

114 35 B.T.A. 646 (1937). 
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that the Canadian corporation’s separate corporate identity should be 
disregarded. The Board concluded that the real owner and vendor of the 
public utility stocks was the domestic corporation which was taxable on 
the profit from the sale of stocks, regardless of whether the sale was made 
in the United States or elsewhere.” 

In a later case,’*® under somewhat similar facts, the Board held that 
the sale of stock in a domestic corporation by a Panamanian corporation to 
United States buyers was made in Canada, and that the Panamanian cor- 
poration was not taxable on the gain from such sale, as it was derived 
from foreign sources. The Kaspare Cohn decision was distinguished’” 
on the ground that the Panamanian corporation was not a mere agency of 
the domestic corporation and, in fact, had continued after the sale of stock 
as an investment corporation, with its principal place of business in 
Montreal, Canada. Nevertheless, the Board expressly stated in its opinion 
that it would not pass on the question whether the domestic principal 
would not be taxable upon the profit from the sale, as the latter was not 
at bar. It is possible that if the Commissioner had proceeded against the 
domestic instead of the foreign corporation, the result may have been 
different. 

In Hay v. Commissioner’ the taxpayer, a Canadian citizen, organized 
a wholly-owned Nassau corporation, to which he transferred stock owned 
by him in a California corporation which had greatly appreciated in 
value. Thereupon, he liquidated the California corporation and distributed 
its assets to the foreign corporation. The Court held that Hay individually 
realized a gain on the liquidation of the California corporation, ignoring 
the separate corporate existence of the Nassau corporation, and that the 
gain derived from a liquidating distribution by a domestic corporation 
was income derived from sources within the United States. 

In the Kaspare Cohn and Hay cases, the foreign corporations were 
formed solely to make it appear that a single transaction, namely, the sale 
of stock or the liquidation of a domestic corporation, respectively, was 
accomplished by such foreign corporation so that the income therefrom 
would be non-taxable. No other business was transacted by the corpora- 
tions, nor did they have any business purpose. 

Although it may not be possible to generalize in this field, as each case 
will turn on its particular facts, it seems that the Commissioner usually 
may not ignore the separate corporate entity of a foreign corporation 
which has been formed for a proper business purpose, namely, to carry on 


115 Jd. at 668. 
116 Hazleton Corporation, 36 B.T.A. 908 (1937), dismissed, 9th Cir. 1939. 


117 Id. at 926. 
1182 T.C. 460 (1943), aff'd, 145 F.2d 1001 (4th Cir. 1944), cert. denied, 324 U.S. 


863 (1945). 
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international trading operations for its own account. However, where such 
operations were formerly conducted by a domestic entity and the foreign 
corporation is formed to continue with them for no other reason than to 
obtain tax benefits, there is risk that the foreign corporation’s separate 
entity may be disregarded and its income attributed to the domestic 
entity.1*° Generally, the Tax Court has been lenient in finding a sound 
business purpose.’*° In a recent case the Court, finding a bona fide business 
purpose, refused to disregard the separate entities of a domestic partner- 
ship and a domestic corporation formed to carry on export business form- 
erly conducted by another domestic corporation.”? 


CONCLUSION 


Foreign corporations have an important role in our international com- 
merce. Starting with the early Revenue Acts, foreign corporations have 
been exempt from United States taxation on income derived from foreign 
sources that includes gains from sales of American goods abroad. As 
domestic corporations have been subject to income tax on the latter trans- 
actions, the Supreme Court was called upon to decide that such difference 
in the treatment of foreign and domestic corporations was constitu- 
tional.’*? 

The tax advantages granted to foreign corporations led to the creation 
of foreign subsidiaries by United States parent corporations to transact 
business abroad. Such practice is in accord with Congressional intent, as 
is apparent from Code section 902,’** which has been part of our revenue 
laws since 1918. Under it a United States corporate parent may, within 
certain limitations, credit against its United States tax on the dividends 
from a foreign subsidiary a proportionate part of foreign income taxes 
paid by such subsidiary on profits from which the dividends were dis- 
tributed. 

To prevent indiscriminate use of foreign corporations to conduct inter- 
national trade on behalf of United States interests and the resulting loss 
of revenue, two corrective procedures have been applied by the Commis- 
sioner of Internal Revenue and the courts. The first is based on the rule 
that only bona fide foreign sales by the foreign corporation are considered 
as sales made abroad. Gains from all other sales are treated as income from 
sources within the United States, and the foreign corporation, having 


119 The Friedlander Corporation, 19 T.C. 1197 (1953). 

120 John Junker Spencer, 19 T.C. 727 (1953); Meldrum & Fewsmith, Inc., 20 T.C. 
790 (1953). 

121 Polak’s Frutal Works, Inc., 21 T.C. 953 (1954). 

122 National Paper & Type Company v. Bowers, 266 U.S. 373 (1924). 

128 This section corresponds to section 131(f) of the 1939 Code. For a history of the 
section see 5 MERTENS, THE LAw oF FEDERAL INCOME TAXATION §33.14 (1953). 
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acquired the status of a resident foreign corporation by such sales, is fully 
taxable here on such profits. The other procedure, supplementing the first, 
uses statutory and judicial controls to allocate or attribute income re- 
ceived by the foreign corporation in form only to the domestic parent or 
principal, who is taxed accordingly. 

As the line between justified and unjustified use of a foreign corpora- 
tion to conduct international trade cannot be clearly drawn, areas may 
remain where foreign corporations are used successfully to accomplish 
tax savings—although this mgy not be within the legislative plan.’ 


124 United States stockholders receiving dividend distributions from foreign corpora- 
tions are not entitled to the deductions, credits, and exclusions allowed to recipients of 
dividends from domestic corporations. See I.R.C. §§34(a) and 116(a) (1954) regarding 
individuals, and I.R.C. §243(a) (1954) regarding corporations. Cf. I.R.C. §245 (1954). 
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Partnership Distributions Under the 
Internal Revenue Code of 1954 


(Second Installment)* 
PAUL LITTLE 


4. General Method of Applying Section 751(b) 
a. Grouping of partnership assets 


Section 751(b) requires that all partnership assets held prior to the 
distribution be segregated into two groups. The first, referred to for con- 
venience as group A, consists of unrealized receivables and substantially 


appreciated inventory items. Unrealized receivables’ embrace items not 


* [The First Installment of this article appeared in our January, 1955 issue at 10 Tax 
L. Rev. 161 (1955)—Ep.] 

111 Section 751: 

“Unrealized receivables and inventory items .. . 

“(c) Unrealized receivables—For purposes of this subchapter, the term unrealized 
receivables includes, to the extent not previously includible in income under the method of 
accounting used by the partnership, any rights (contractual or otherwise) to payment for— 

“(1) goods delivered, or to be delivered, to the extent the proceeds therefrom would 
be treated as amounts received from the sale or exchange of property other than a capital 
asset, or 

“(2) services rendered, or to be rendered.” 

Under this extremely broad definition, the right to future profits on as yet unperformed 
contracts, for example, would apparently be considered an unrealized receivable for 
goods to be delivered or services to be rendered. Such right would apparently have to be 
valued for this purpose. An even more difficult question is whether such receivables include 
nearly all items which would normally be considered good will in a service type of partner- 
ship as distinguished from the personal following of a professional partner. As defined, this 
term includes a non-contractual “right” to payment for services to be rendered. Being non- 
contractual, such a right would be contingent and apparently need not be based upon affirma- 
tive instructions from the customer to perform services. The right apparently would exist 
on the basis of a past history of similar services satisfactorily and perhaps continuously 
performed. Such contingent right, therefore, seems indistinguishable from the good will, 
if any, attaching, for example, to a service type of business as represented by a list of 
customers. The purchaser anticipates that the history of past services successfully rendered 
to such customers will be repeated and is willing to pay for such customer list, firm name, 
etc. However, to the extent that it may be argued that this definition includes good will, it 
should be noted that upon the retirement or death of a partner, “payments” to which section 
736 applies may properly include amounts for good will as partnership distributions, sub- 
ject to certain conditions not here material. While it is true that such portion of the over-all 
payment treated as a distribution under section 736 is still subject to the operation of section 
751(b), this appears to be an unnecessarily complicated method of eliminating the capital 
gains treatment of good will, if the legislative intent is that section 751(b) requires this 
result. 
335 
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previously includible in income under the proper partnership accounting 
method, including any rights, contractual or otherwise, to payments for 
goods delivered or to be delivered to the extent that the proceeds there- 
from would be treated as ordinary income and any rights to payment for 
services rendered or to be rendered.*” 

The term “inventory items’’’** is a specifically defined term and is not 
limited to inventory as used in the traditional sense with respect to an 
accrual basis taxpayer. Not only does the term include such inventory, 
but also any stock in trade or other assets excented from the definition 
of capital assets in section 1221(1), as well 3 any other non-capital 
partnership assets not specifically included in group B. The basis of ac- 
counting employed by partnership or distributee is immaterial for this 
purpose. In addition, these items include any property™* which would 
be an ordinary asset in the hands of the distributee. Assets which would 
qualify as capital assets or section 1231 (the counterpart of section 117(j) 


It is suggested that despite the language of the statutory definition, it may not have been 
intended that the definition of unrealized receivables shall encompass non-contractual 
rights to payments for services as they are reflected in good will. This definition originated 
in substantially its present form in the House version of H.R. 8300. In explaining the 
definition, the Committee on Ways and Means in H.R. Rep. No. 1337, 83d Cong., 2d Sess. 
A235 (1954) stated: “The term ‘unrealized receivables and fees’ is defined . . . to include 
any rights, contractual or otherwise, to payment for goods delivered, or to be delivered 

. or rights to payment for services rendered, or to be rendered.” 

In any event, regardless of any inferences to be drawn from the fact that rights to pay- 
ment for services are treated separately from other “rights, contractual or otherwise’’ by 
this language, the statute seems clearly to require the treatment of non-contractual “rights” 
for services to be rendered as such receivables, thus raising serious doubts as to the right 
of a partner to include the value of his share of good will in group B. To the extent that 
“good will” is not distributed in kind (which would be most difficult in the usual case since 
it is normally considered an intangible), the distributee would receive other assets in lieu 
thereof, and in so far as they came from group B, he may risk an exchange to the extent 
that the group B assets exceed his proportionate share thereof computed without reference 
to good will attributable to such rights. 

112 Note, however, that these items are not to be included in group A when there is a 
distribution of something in the nature of partnership income upon complete liquidation 
of the interest of the retiring or deceased partner. In this situation section 736 applies and 
requires payments attributable to such receivables to be treated as ordinary income to the 
distributee. 

118 Section 751 reads in part as follows: 

“Unrealized receivables and inventory items... 

“(d) Inventory items which have appreciated substantially in value— ... 

“(2) Inventory items.——For purposes of this subchapter the term ‘inventory items’ 
ace: “(A) property of the partnership of the kind described in section 1221(1), 

“(B) any other property of the partnership which, on sale or exchange by the 
partnership, would be considered property other than a capital asset and other than prop- 
erty described in section 1231, and 

“(C) any other property held by the partnership which, if held by the selling or 
distributee partner, would be considered property of the type described in subparagraph 
(A) or (B).” 

114 Apparently this reference to property is intended to refer to any partnership property 
which is to be distributed in the particular distribution under consideration. 
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of the 1939 Code) assets are excluded from this definition except to the 
extent they would not be either capital assets or section 1231 assets in 
the hands of the distributee. The assets meeting the definition of inventory 
items must have substantially appreciated in value before they are prop- 
erly includible in group A, which fact is determined under the rules out- 
lined below. 

The second group, referred to for convenience as group B, generally 
includes all other partnership property, including money." One over-all 
exception, however, to this grouping of partnership assets’ is that there 
shall be excluded from such grouping and from the application of section 
751(b) generally property being distributed which the distributee origi- 
nally contributed to the partnership. 

It should be noted that whether inventory items shall be placed in 
group A or group B depends on whether or not they have substantially 
appreciated in value. Substantial appreciation is defined’™’ as having oc- 
curred when the fair market value of such items exceeds 120 per cent 
of their basis in the hands of the partnership and also exceeds 10 per cent 
of the fair market value of all partnership property other than money. 
The language of this definition and the legislative hisiory’*® make it 
clear that inventory items are to be totaled and the test for substantial 
appreciation applied only to such total. If inventory meets the substantial 
appreciation test, it shall be included in group A ; if not, it shall be included 
in group B.* The apparent requirement that virtually all of the ordinary 
assets of the partnership be valued as of the date of each distribution of 
partnership assets imposes in many cases a serious administrative burden 
upon the firm. In addition, because of the uncertainty attendant upon e+ 


115 Note the reference to money in section 751(b)(1) as being something other than 
unrealized receivables or inventory. 

116 J]. R.C. §751(b) (2). 

117 Section 751 reads in part: 

“Unrealized receivables and inventory items. . . 

“(d) Inventory items which have appreciated substantially in value.— 

“(1) Substantial appreciation—Inventory items of the partnership shall be considered 
to have appreciated substantially in value if their fair market value exceeds— 
“(A) 120 percent of the adjusted basis to the partnership of such property, and 
“(B) 10 percent of the fair market value of all partnership property, other than 
money. 

118 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 403 and 404 (1954). General liabilities of the 
firm apparently would not affect this valuation, but presumably any specific obligations to 
which the inventory items themselves are subject should be considered in determining their 
value. 

119Tf the partnership has no unrealized receivables and its inventory items have not 
appreciated substantially in value, there would be nothing to include in group JA, and section 
751(b) would not apply to distribution. On the other hand, if the partnership has either 
unrealized receivables or substantially appreciated inventory items, or both, there would be 
assets properly includible in group A to the extent of such items, and section 751(b) may 


apply. 
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parte determinations of value, such requirement results in similar uncer- 
tainty as to the tax consequences of many partnership distributions where 
the firm holds such inventory items. 


b. Determination of distributee’s proportionate share of each group 


Having established the identity of the assets in groups A and B, the 
distributee then determines his “proportionate share” of one or both 
groups. In view of the manner in which this proportionate share concept 
developed and the results sought to be achieved, there seems little doubt 
but that such share must be determined as a share of the total value of 
all of the assets of each group. This immediately presents the partners 
with another serious valuation problem, since for this purpose they must 
again satisfactorily establish the value of many, if not all, partnership 
assets. This is an extremely burdensome requirement and leaves much 
to be desired in the administration of this section. Again, the tax conse- 
quences of such distributions will remain uncertain until after the com- 
pletion of an audit of the transaction by the Commissioner, for only then 
are the parties apprised as to whether or not the distribution is considered 
as being in excess of the distributive share of the distributee. The valua- 
tion problem is aggravated by the fact that unrealized receivables must be 
valued as a part of the over-all transaction and that such receivables are 
defined so broadly that they even include the right to payment for services 
to be rendered. 

Although the parties may argue that the valuations agreed upon among 
themselves for purposes of the distribution should control, their agreement 
often will not cover all partnership assets in each group. In addition, 
since the purpose apparently of the provision is to prevent the partners 
from shifting the tax incidence on unrealized receivables and appreciated 
inventory items among themselves by agreement, such an agreement would 
be suspect, as it is entered into by the very parties against whom the pro- 
vision is directed. At best, this requirement of valuation may be expected 
to create serious administrative burdens and uncertainty with respect to 
most distributions to which section 751(b) may apply. 

Once the total value of partnership assets in groups A and B has been 
ascertained, the value of a partner’s total share of all partnership assets 
as of a particular time would normally be determinable by reference to the 
amount standing to his credit in his capital account, plus his proportionate 
share of unrealized appreciation in partnership assets and minus his share 
of unrealized depreciation in such assets. The latter two shares would 
normally be represented by the distributee’s percentage of interest in 
partnership profits and losses, although this may not always be the case. 
For the purpose of section 751(b), the amount of the distributee’s capital 
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account would apparently first have to be allocated between groups A and 
B. To the extent that the partnership books or the individual capital 
accounts do not reflect unrealized appreciation or depreciation in partner- 
ship assets, as is usually the case,’*° this allocation might reasonably be 
made in proportion to the total book value of the assets in each group. 
Upon a determination of the distributee partner’s proportionate share in 
each group as reflected by his capital account, it appears that such amount 
should then be increased by his share of unrealized appreciation attrib- 
utable to the assets in each group and decreased by his share of unrealized 
depreciation attributable to such assets to the extent that such appreciation 
or depreciation is not already reflected in his capital account. 

Since most frequently partnership distributions consist of money, the 
effect of these principles upon such distributions becomes of immediate 
concern to the average partnership. Aside from the effect of prior trans- 
actions affecting a proportionate share, a partner’s proportionate share 
of the total partnership money would generally equal his pro rata share 
thereof.’**? On the other hand, money is only one of the types of asset 
includible in group B. To the extent that a partner receives a distribution 
of money in excess of his pro rata share’*’ but not in excess of the 
amount standing to his credit in his capital account properly allocable to 
group B as outlined above, it is possible that he may nevertheless receive 
a distribution in excess of his proportionate share of group B assets if 
the remaining assets of the group have depreciated sufficiently in value. 
Therefore, it would seem that under any circumstances a cash distribution 
in excess of the distributee’s pro rata share of money risks the application 
of section 751(b) if there are any assets in group B other than money 
which may have depreciated in value, even though the distribution may 
be less than the amount in the partner’s capital account.'** 

However, a further factor affects not only the certainty with which a 
distribution of money may be made without chancing an exchange but 
also the complexity of any determination whatever of a proportionate 
share of one group of assets or the other. The calculation of a propor- 
tionate share of the distributee in each group, based on the value of that 
share on a given date, would effectively establish the amount of such 


120 Except possibly in the case of inventory carried at cost or market. 

121 Money would never appreciate or depreciate in value to a recognizable degree and 
therefore would always be reflected in the distributee’s capital account attributable to 
group B to the extent of his pro rata share thereof. 

122 The same problem is created, as will be noted infra, if the distributee receives his 
pro rata share of money on hand at the date of distribution, but by reason of previous 
distributions to him of group B assets he has already received his proportionate share of 
group B in previous distributions. 

123 See also the problems discussed infra of determining the distributee’s proportionate 
share in a series of distributions. 
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share in such group and would therefore be adequate if the section is to 
be applied only to liquidating distributions to retiring partners. However, 
if this section is also to be applied to current distributions of partnership 
assets, including money, it would appear that any reasonable calculation 
of the distributee’s proportionate share of either group as of any given 
time should take into account past transactions actually affecting such 
share.’** Therefore, in order to be adequate for this purpose, such calcu- 
lation should accurately reflect the cumulative share of the distributee in 
each of the two groups at a particular time. While sound in principle, 
this cumulative accounting for a partner’s proportionate share of these 
two groups would place a substantial, additional accounting burden upon 
the partnership. Further, it would create uncertainty as to the tax con- 


124 Failure to take into account prior distributions from a particular group would mean 
that at the date of the later distribution the distributee’s share of that group would not 
have been reduced by the entire amount of the prior distribution but that his interest in 
both groups would have been reduced proportionately, leaving him with a much larger 
share than he otherwise would have of the group from which the previous distribution was 
made. For example, assume that immediately before a current distribution to partner X, 
the two groups of partnership assets appear as follows: 











Assets Value of share of partner X Value of share of partner VY Total 
Group A $50.00 $50.00 $100.00 
Group B 50.00 50.00 100.00 
Total $100.00 $100.00 $200.00 


Assume that partner X then receives as a current distribution his share of the assets in 
group B, i.e., a cash distribution of $50. Following this distribution, it is strongly arguable 
that partner X should have no further interest in the assets of group B, all other factors 
remaining unchanged, but should retain his complete interest intact in the assets of group 4 
since he has not retired from the partnership and there is no special partnership agree- 
ment to the contrary. 

After this first distribution, if no account is kept thereof, for the purposes of any subse- 
quent distribution the proportionate share of partner X in the assets of each group would 
appear as follows: 








Assets Value of share of partner X Value of share of partner Y Total 
Group A $33.33 (1/3 of total) $66.67 (2/3 of total) $100.00 
Group B 16.67 33.33 50.00 
Total $50.00 $100.00 $150.00 


Upon a subsequent distribution to partner X of $15 worth of assets of group B, for 
example, the distribution would appear not to result in an exchange of part of X’s interest 
in the ordinary assets of group A unless an account is kept of the prior distribution to 
him. On the other hand, to construe this section as not requiring such cumulative account- 
ing would allow the distribution to a partner of practically all of the assets of one group 
or the other at will by the simple device of a series of distributions in diminishing amounts, 
no one of which would exceed the distributee’s proportionate share of the diminished bal- 
ance as of the date of the particular distribution. It is doubtful that Congress intended to 
leave such a gap in a statute designed to close a tax loophole. 
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sequences of most cash distributions until the cumulative effects of past 
transactions affecting the distributee’s proportionate share of group B 
assets have been ascertained. 

One of the factors to be considered in such cumulative accounting is 
that while the proportionate share of the distributee in each group depends 
upon his share of the total value of the assets of such group, large 
portions of that total value may shift from one group to the other as 
a result of relatively small fluctuations in the value of certain key assets. 
Thus, a slight change in the total value of inventory items, for example, 
may be sufficient to shift the total value of all such items from group A 
to group B, or vice versa.’*° Unrealized receivables would also shift from 
group A to group B as they are realized and replaced by cash. These 
fluctuations in the value of a proportionate share of each group and the 
fact that partnership distributions are usually fairly frequent suggest the 
possibility of a year-end accounting for such distributions on the basis, 
possibly, of the net change in the proportionate share of each distributee 
in each group with any year-end net deficit in the proportionate share 
of either group being considered an exchange proportionately with respect 
to all distributions during the year.’** The alternative would seem to be 


125 Thus, for example, if the substantially appreciated inventory is close to the 120 per 
cent or 10 per cent valuation borderline under section 751(d) (1), a large purchase of 
additional inventory items may be sufficient to result in the new total inventory ceasing 
to be substantially appreciated. 

126 Such an averaging procedure would solve many troublesome problems created by fre- 
quent fluctuations in value, for example, the possibility of the complete disappearance of 
one entire group of assets for a time, followed by its reappearance, and the necessity for a 
complete valuation of partnership assets upon frequent distributions during the year. A 
cumulative calculation of a partner’s proportionate share of a particular group of assets 
could be made along the following lines: 


Cumulative Statement of Partner X’s Proportionate Share of 
Partnership Group A Assets 
1. Value of total partnership group A assets on hand at effective date of 1954 Code $100.00 





2. Partner X’s proportionate share as of such date: 





Proportionate part of capital ACCOR .....2.0006.scccdeccesscsees $15.00 
Share of net appreciation in excess of that reflected in capital 
IIIT iiss, ca go citreyen- 4s bay AaB OH aes Manel ena ee see eee 35.00 
PN Seb bk 3 cidih cna cose ntpoacccs shee te waee sae See eRe EE. $50.00 


3. Adjustments to X’s share of group A from date of last adjustment 
(effective date of 1954 Code) to December 31, 1955: 


X’s share of new assets added to group..........cccscsccceeece $15.00 
X’s share of original assets sold or distributed to other partners.. —10.00 
X’s share of net appreciation or depreciation in value of remain- 

HR BEGETS OE BCGU OT DRI co oisiic oc csc anasuasee bees <sledacedc —10.00 





Weer NE is 0-0 coninnsvaneegucteoeseeuseseced cocaine s —5.00 
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the much more burdensome procedure of a determination made on the 
date of each distribution, current and liquidating, to insure that the cumu- 
lative total of distributions from each group as of that date does not exceed 
the distributee’s proportionate share thereof. 


c. The first component of the transaction: the original imputed 
distribution 


To the extent that the physical distribution of assets is in excess of the 
distributee’s proportionate share of one group of assets, such excess would 
be considered received by the distributee in exchange for a comparable 
portion of his interest in the assets of the other group. The only way in 
which the distributee may have the latter assets available as an individual 
for retransfer to the partnership upon the exchange is by their imputed 
distribution to him in kind. It is only by such imputed distribution also 
that the proper determination of basis for the assets involved can be made. 

The legislative history’ indicates that the basis to the distributee of 
his share of the assets in the particular group retained by the partnership 
and deemed given up by him in the exchange shall be “his proportionate 
share of the basis to the partnership” of the assets of that group.'** Cer- 
tainly, this proportion would indicate the partnership basis of the assets 
deemed given up, since the group from which they come would always 


4. Adjusted proportionate share of X in group A as of December 31, 

A ata ac tea lacorindinb EE Sus Asie s:sncidmaehs weenie aids pays $45.00 
5. Value of distributions to partner X from group A to end of year 

being accounted for (1955) : 


RS a6 as 556.« siain's' sixlda.o vides Hak ee oe Seg tues sa. wis $10.00 
NE EN. S555 6:45:59 4:6 0.00.8 0 nS Sard HASSE OEY OO 30.00 
I MM 5A una Kad s 66s + Xe sdcw anes bVioke Babin sheen 10.00 


50.00 





6. Partner X’s proportionate share of group A assets as of December 


Me EM orn dans ce nesserascevecessteee sees theme meneeeeet eats —$5.00 


Based upon this statement, partner X has received $5.00 worth of group A assets during 
1955 in excess of his proportionate share thereof. Thus, he would apparently have to estab- 
lish which, if any, of the three distributions to him during 1955 were not in excess of his 
proportionate share of group A. In the absence of affirmative evidence on this point, partner 
X would apparently have to take this year-end statement as indicating an exchange during 
the year of $5 worth of the assets of group A in proportion to the value of each distribu- 
tion received, i.e., $1 on January 5, 1955; $3 on September 6, 1955; and $1 on December 
31, 1955. 

127 H.R. Conr. Rep. No. 2543, 83d Cong., 2d Sess. 65 (1954). 

128 On this premise, if the distributee has a 50 per cent interest in partnership assets 
and is deemed to have received as a distribution 10 per cent of the value of his half-interest 
in the assets of group A, which have a total basis in the hands of the partnership of $100, 
his basis for the portion of those assets deemed given up in the exchange would be $5 
(10 per cent of 50 per cent of $100). 
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be identifiable. However, before that amount may be treated as being the 
partner’s own basis, it would seem this property must be deemed dis- 
tributed in kind to the distributee so that proper adjustments may be made 
in allocating his basis for his partnership interest to such assets. Upon such 
an imputed distribution, the distributee’s basis for his partnership interest 
would then be allocated to such assets in an amount equal to the partner- 
ship basis for such assets or to the extent of the distributee’s basis for 
his partnership interest, whichever is less. Identification of the individual 
assets would be unnecessary for this purpose, except that if the assets 
deemed distributed come from group B and the partnership has in that 
group not only cash but capital assets, assets used in the trade or business,’”® 
and inventory items not substantially appreciated in value, identification 
of the partnership bases of these categories would seem necessary in 
order that the total basis allocable to the assets deemed distributed may 
be further allocated among each of these categories in proportion to the 
distributee’s share of the total partnership basis for each category so that 
the nature and amount of gain or loss on the subsequent exchange of these 
items with the partnership may be ascertained. 


d. The second component: the taxable exchange 


(1) Determination of amounts deemed received in the exchange. When 
the distributee receives, for example, a distribution in excess of his 
proportionate share of the assets of group A, the determination of the 
portion of his interest in group B which he has given up in exchange 
therefor creates a problem, since in fact no amount is physically given 
up by the distributee in the exchange. It may be assumed that in such 
an imputed exchange by operation of law the value of the amount deemed 
given up in the exchange would approximately equal the amount deemed 
received in the exchange. The latter amount would already have been 
ascertained in determining whether or not section 751(b) is applicable 
in the first instance, for the amount deemed received would be the amount 
distributed which is in excess of the distributee partner’s proportionate 
share of the assets of group A. Because the exchange occurs by operation 
of law, there appears to be no other reasonable method by which the 
value of the amount given up in the exchange can be determined.1*° 


129 T.R.C. §1231 assets. 

180 Tf the distributee is deemed to have given up an interest in group B, the amount 
deemed received should be allocated among the various types of asset of group B, i.e., 
capital assets, section 1231 assets, inventory items not substantially appreciated in value, 
if any, and capital assets being distributed which would be non-capital in the hands of the 
distributee, if any, in the proportion which the distributee’s share of the value of each type 
of asset in the hands of the partnership bears to the total value of each type of asset. How- 
ever, there would be no allocation to the distributee’s share of cash any amount in excess 
thereof as it would not have changed in value. 
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From the standpoint of the partnership the value of the amount deemed 
received from the distributee on the exchange is not identifiable. Again, it 
must be assumed that the amount deemed received by the partnership 
is equal in value to that of the property given up by it in the exchange. 
Since the latter amount would be the amount actually distributed, which 
is in excess of the distributee’s proportionate share of assets of group A, 
it would already have been ascertained.**' 

(2) Determination of basis of assets deemed given up in the exchange. 
With respect to the distributee the assets deemed given up by him in the 
exchange would be the same assets previously deemed distributed to him 
in kind. His basis for those assets would be determined by that distribu- 
tion, and in the manner discussed above. 

The partnership, on the other hand, would have physically distributed 
a group of assets, part of which is deemed given up by it in an exchange 
and part of which is considered distributed. The basis of the assets deemed 
distributed is extinguished, while that of the assets deemed given up in 
the exchange is used to calculate its gain or loss on that exchange. Since 
the assets deemed given up in the exchange would be a portion of the 
total assets actually distributed, a workable solution for establishing their 
basis would be to allocate a portion of the total partnership basis for the 
assets actually distributed between those deemed distributed and those 
deemed exchanged upon the basis of relative values.?* 

(3) Recognition and nature of gain or loss realized on the exchange. 
With respect to the distributee, to the extent that he has received more 


131 To the extent that an excessive amount of assets from group B is physically distrib- 
uted by the partnership, the firm is deemed to be receiving other assets from group A in 
exchange for such excessive portion. In order to determine the nature of any gain or loss 
realized when the distributed group B assets consist not only of cash but of capital, section 
1231 assets, inventory items not substantially appreciated in value, if any, and capital assets 
being distributed which would be non-capital in the hands of the distributee, if any, the 
amount deemed received is attributable to each such type of asset. Since no amount is 
physically received by the partnership, the only reasonable way in which the amount 
received may be allocated to such types is by reference to such types of asset deemed 
given up in the exchange. The cash which is deemed given up in the exchange may be con- 
sidered that proportion of the total cash distributed which the value of the excessive por- 
tion of the distribution bears to the total value of the distribution. After reducing the value 
of the total amount deemed given up in the exchange by the cash deemed given up, the 
balance of the value of the excessive portion of the distribution may then be allocated 
among the remaining categories of assets in the proportion which the value of each cate- 
gory bears to the total value of such categories actually distributed. This latter allocation 
then produces the amounts deemed received by the partnership attributable to the cate- 
gories of assets given up by it in the portion of the distribution considered an exchange. 

182 This adopts the same principle applied above in the legislative history to determine 
the partnership basis of the assets deemed given up by the distributee in the exchange. 
To the extent that the assets are from group B, the basis attributable to such group should 
be further allocated among cash, capital, section 1231 assets, inventory items not substan- 
tially appreciated in value, if any, and capital assets heing distributed which would be non- 
capital in the hands of the distributee, if any, in proportion to their relative values. 
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than his proportionate share of group A assets, for example, he is con- 
sidered to have exchanged all or part of his interest in the group B assets 
with the partnership for the excessive amount of group A assets which 
he actually receives. Since there is an exchange by operation of law be- 
tween the partnership and the distributee partner, both parties may have 
recognizable gain or loss.*** However, in this connection it should be 
noted that section 707(b) would operate to disallow any losses on the 
exchange of property between the partnership and partners who own 
more than a 50 per cent interest in the partnership.*** 

With respect to the nature of the gain or loss recognized to the parties, 
two possible situations are presented. In the first,"*° the distributee receives 
an excessive distribution of group A assets which is considered received 
by him in exchange for all or a part of his interest in group B assets. 
From the standpoint of the distributee he has given up an interest in 
assets contained in group B, and the nature of his gain or loss is apparently 
to be determined by the nature of those assets in the hands of the partner- 
ship.1°° To the extent that group B contains capital assets, the distributee 
would generally realize capital gain or loss on the exchange.**’ To the 
extent that it contains section 1231 assets,’** apparently the distributee 
would generally realize capital gain or ordinary loss, depending upon 
whether the over-all net result in his personal return is a gain or loss**® 
from the disposition of such section 1231 assets. To the extent that group 
B contains inventory which is not substantially appreciated, the distributee 
should realize ordinary income. When all categories of assets are held by 
the partnership, the total realized gain or loss of the distributee would 
probably have to be considered as having been realized from each of such 


EN ES ee eee en. ae ; 
categories.**” However, it should be noted that section 707 (b) (2) requires 


183 H.R. Conr. Rep. No. 2543, of. cit. supra note 127, at 65. 

184 There is nothing to indicate that this section will not apply to such exchanges. Even 
though assets of inventory type in this situation always reflect inherent gains because of 
substantial appreciation, and even though receivables would, usually, similarly reflect such 
gains because of lack of basis, losses may nevertheless be realized with respect to assets 
constituting group B. 

185 This is the situation in which section 751(b) (1) (A) applies. 

136 This is the implication in H.R. Conr. Rep. No. 2543, op. cit. supra note 127, at 65. 

187 H.R. Conr. Rep. No. 2543, op. cit. supra note 127, at 65 so states. 

138 This section is the counterpart of section 117(j) of the 1939 Code. 

189 However, since the assets are considered disposed of by the distributee individually, 
he would presumably have to offset losses against gains from all such property actually dis- 
posed of by him, deemed disposed of by him, and disposed of by the partnership on his 
behalf during the taxable year. 

140 As indicated supra in the discussion of the basis of the assets deemed distributed, a 
portion of the distributee partner’s total basis for his partnership interest would have been 
allocated to such assets. If group B assets are involved, the basis allocable to the distrib- 
uted assets would have been further allocated among cash, capital assets, section 1231 
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that any gains realized by a partner or partnership be treated as ordinary 
income when the exchange is between a partnership and a partner owning 
more than an 80 per cent interest therein, if the assets would be non-capital 
in nature in the hands of the transferee. Section 1231 assets would be 
non-capital in nature in the hands of the transferee partnership, and to 
this extent any gains attributable to section 1231 assets would therefore 
seem to be ordinary to the distributee. 

With respect to the partnership in this first situation, it has given up 
an interest in the assets in group A. This includes not only ordinary assets 
but capital assets if considered ordinary assets in the hands of the dis- 
tributee."** To the extent that the assets are ordinary, the gain or loss 
would be ordinary in nature. The statute is silent as to the nature of gain 
or loss recognized with respect to capital assets includible in group A. 
However, the legislative history asserts that this is to be considered ordi- 
nary gain to the partnership.’** The partnership would probably never 
suffer any substantial loss on the exchange of assets in this group, since 
it would usually have little or no basis for the unrealized receivables and 
any inventory items would have substantially appreciated in value. 

The second situation in which gain or loss may be recognized’* pre- 
sents the converse situation in which the distributeé receives an excessive 
distribution of group B assets which is considered received in exchange for 
his interest in the assets of group A. The distributee’s gain from the ex- 
change of group A assets would be considered ordinary in nature.*** Be- 
cause of the nature of such assets, loss would probably not be sustained by 
the distributee in the usual situation.‘ The partnership would generally real- 
ize capital gain or loss upon the exchange by it of the excessive distribution 
of group B property to the extent that such property consists of capital 
assets.**° To the extent that the group B property consists of section 1231 
assets, the partnership gain or loss would apparently have to be segregated 
and accounted for separately by each individual partner with respect to 


assets, inventory items not substantially appreciated in value, if any, and assets being dis- 
tributed which would be non-capital in the hands of the distributee, if any. As indicated 
in the discussion of the amount deemed received in the exchange, to the extent that an 
interest in group B assets is deemed given up, such total amount would also have been 
similarly allocated to such types of assets. This would then provide the proper categories 
of gain and loss on the exchange. 

141 7. R.C. §751(d) (2) (C). 

142 H.R. Conr. Rep. No. 2543, op. cit supra note 127, at 65. This is apparently on the 
theory that since the asset is classified as an “inventory item,” the non-distributee partners 
must account for gain or loss as if it were non-capital in nature. 

143 This is the situation in which section 751(b) (1) (B) applies. 

144 H.R. Conr. Rep. No. 2543, op. cit. supra note 127, at 65. 

145In this situation section 707(b)(2) would operate to change such capital gain to 
ordinary income if the transferee holds more than 80 per cent of the total partnership 
interests and the property would not be considered a capital asset in his hands. 
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such property’® along with his individual gains and losses from other 
sources.147 Here again, however, section 707(b)(2) provides that the 
partnership’s gain be treated as ordinary income if the transferred assets 
would be non-capital in nature in the hands of a transferee partner who 
owns more than an 80 per cent interest in the partnership. Therefore, 
unless these capital and section 1231 assets can be considered capital 
assets in the hands of the distributee, any gain realized by the partnership 
with respect to their exchange would apparently be ordinary in nature. 
If the inventory items have not substantially appreciated, they would be 
includible in group B and would result in ordinary income to the partner- 
ship. 

(4) Treatment of partnership gain or loss. Gain or loss realized by 
the partnership is shared by the membership as constituted after the dis- 
tribution. While on a final liquidating distribution the gain or loss would 
not be shared by the distributee, if it arose from a current distribution or 
from one of a series of liquidating distributions, it apparently would be 
so shared to the extent of the remaining interest of the distributee after 
the particular distribution. This gain or loss is deemed to arise not from 
a distribution of assets but from an exchange of assets between partners 
and partnership. As such, it is a transaction in which the partner should 
not be considered as acting in his capacity as a member of the partnership 
within the meaning of section 707(a). Therefore, with respect to the dis- 
tributive share of the partner receiving the distribution, the gain or loss 
would apparently be treated as if it arose from an exchange with a third 
party. 

After the partnership calculates its gain or loss on the exchange, it would 
have a new basis with respect to the asset deemed received equal to its 
fair market value. While the asset itself would be unidentifiable, since 
the exchange is by operation of law, the group to which it belongs would 
be ascertainable. It is therefore suggested that the net change in the 
basis resulting from the imputed exchange be allocated among the various 
assets, other than money, in that group in a manner which reduces the 


146 Although the Conference Committee Report is silent on the treatment of gain or 
loss with respect to such assets, there appears to be no basis for treating such assets as 
other than section 1231 assets. However, the existence of such assets in group B would 
require that the total gain or loss be allocated among capital, section 1231, and other types 
of gain or loss proportionately. As indicated above in the discussion of the basis of assets 
deemed exchanged by the partnership and amounts deemed received by it when group B 
assets are deemed exchanged, the total basis for assets exchanged and the total amounts 
received therefor apparently should be allocated among cash, capital and section 1231 
assets, inventory items not substantially appreciated in value, if any, and capital assets 
being distributed which would be non-capital in the hands of the distributee, if any. These 
allocations would then provide the proper categories of gain and loss on the exchange. 

147 This is the treatment of such gains and losses required by section 702(a) (3). 
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difference between the basis and fair market value of such assets to the 
greatest extent possible. 


e. The third component: the final distribution 


The theory of the statute is that with respect to the portion of the 
transaction deemed an exchange, the distributee has realized gain or loss 
because he has given up one asset and acquired others. Logically, this 
theory then requires that the basis of the assets received by the distributee 
in the exchange be adjusted in his hands to reflect the taxable gain or 
loss attributable to them. The difficulty with this logical approach is that 
the exchange itself is entirely hypothetical. The only assets physically 
received by the distributee are all distributed to him simultaneously with- 
out being earmarked as being from an exchange or a distribution, although 
a portion thereof is deemed received in the exchange. 

In view of this inability to identify the assets involved, it is suggested 
that the complexities of further hypothetical calculations may be avoided 
and the basis of the assets actually distributed may be maintained in some- 
thing approximating their proper relationship if the total amount of 
adjusted basis deemed attributable to the assets received in the hypo- 
thetical exchange is treated as an adjustment to be made in the basis of 
the distributee for his partnership interest prior to the receipt by him of 
the assets which were actually distributed. At this point, aside from the 
recognition of gain or loss to the distributee, the exchange would then 
merely result in an adjustment in the basis of the distributee for his 
partnership interest. Upon the completion of this adjustment, the dis- 
tributee may then be treated as receiving the entire actual distribution, 
and the basis of the assets actually distributed may be determined in 
the usual manner, giving effect to the adjustment in the distributee’s basis 
for his partnership interest made as a result of the previously imputed 
exchange. 


5. Criticisms of Section 751(b) 


In addition to the serious complications in partnership accounting 
required by the application of section 751(b) to current distributions, 
a further serious deficiency appears upon a subsequent sale by the part- 
nership of assets from a group in which is located the asset deemed re- 
ceived by the partnership upon the exchange in a current distribution. 

By operation of section 751(b), the assets of the partnership are divided 
into groups A and B for the purpose of calculating a tax on distributions. 
To the extent that the distributee receives assets in excess of his share of 
group B, for example, he is considered to have received a comparable 
amount from group A, and upon the return of that part of group A to 
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the partnership in exchange for the excessive share of group B which he 
actually receives, he is required to pay a tax on the appreciation with 
respect thereto, or he may deduct a loss as a result of any unrealized 
depreciation. Thus, the apparent policy of Congress is to require the dis- 
tributee to account for his share of otherwise unrealized appreciation or 
depreciation with respect to group A at the date of the distribution in 
which he receives assets of group B in excess of his proportionate share. 
Note, however, that although the distributee has now accounted for at 
least a part of his proportionate share of the otherwise unrealized appre- 
ciation or depreciation with respect to his share of group A, those assets 
still remain in the parinership with a stepped-up basis equal to their value. 

Upon a subsequent sale by the partnership of assets from that group, 
the over-all gain or loss would be less than it would otherwise have been 
in the absence of the previous section 751(b) exchange, because the 
former distributee would have previously accounted individually for the 
share of his gain or loss attributable to all or a portion of the assets in 
that group. However, a partnership agreement, which recognizes the 
statutory classification of these two asset groups for the purpose of calcu- 
lating each individual partner’s distributive share of income attributable 
to each group and allowing a credit to the distributee because of the pre- 
vious tax paid, would be most unusual. Indeed, unless the agreement had a 
substantial economic effect upon the amounts distributed, there is some 
doubt that it would be recognized ;*** and even if recognized, it would add 
a further accounting burden to that already imposed by the calculations 
required by this section. Yet, in the absence of such an agreement the 
former distributee partner would be forced to share the benefits of his 
previous tax accounting with his partners and would account for addi- 
tional gain on the appreciation resulting from the shares of his partners 
in accounting subsequently for gain or loss from sales by the partnership 
of assets in the particular group. It would be most unusual if these tax 
consequences should bear any reasonable relationship to the economic 
realities of the transaction. 

The substantial administrative complexities necessarily involved in 
applying section 751(b) to current distributions, and particularly current 
drawings against anticipated profits, the burdensome additions to partner- 
ship accounting, and inequitable incidence of tax as between individual 
partners in the absence of an involved and unique type of partnership 
agreement for an accounting among partners, raise serious doubts as to 


148 See section 704(b) and Sen. Rep. No. 1622 (op. cit. supra note 118, at 379), requiring 
that a provision in the partnership agreement for the special allocation of certain items 
for purposes of determining distributive shares of partnership income shall have sub- 
stantial economic effect in order to insure its not being a mere device to reduce the taxes 
of an individual partner. 
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the wisdom of attempting to apply this section in its present form to any 
distributions other than those in complete liquidation of a partner’s 
interest, despite the fact that the admitted alternative is to leave a sub- 
stantial gap in this loophole-closing provision. 


C. Portion oF LiguipaTinG DistrisuTions Not TO BE TREATED AS 
SucH 


Section 736'** contains special rules designed to apply to the situation 
in which a retiring or deceased partner is assigned what amounts, in sub- 
stance, to a share of partnership income. The section provides that to the 
extent “‘payments” made in complete liquidation of the interest of a re- 
tiring or a deceased partner are determined under regulations to be made 
in exchange for the interest of such partner in partnership property, they 
shall be considered as partnership distributions; otherwise they shall 
be considered a distributive share of partnership income or a guaran- 
teed payment which must be treated as salary income to the payee. In 
order to close the so-called collapsible partnership loophole in this situa- 


tion, the section provides that amounts paid for the distributee’s interest 


150 


in unrealized partnership receivables*”’ shall not be treated as amounts 


paid for an interest in partnership property.’ Also, in order to clarify the 
extent to which payments for an interest in partnership good will may 
be considered amounts paid for an interest in partnership property, the 
section provides that amounts paid for good will under such circumstances 


149 Section 736: 

“Payments to a retiring partner or a deceased partner’s successor in interest 

“(a) Payments considered as distributive share or guaranteed payment—Payments 
made in liquidation of the interest of a retiring partner or a deceased partner shall, except 
as provided in subsection (b), be considered— 

“(1) as a distributive share to the recipient of partnership income if the amount 
thereof is determined with regard to the income of the partnership, or 

“(2) as a guaranteed payment described in section 707(c) if the amount thereof is 
determined without regard to the income of the partnership. 

“(b) Payments for interest in partnership.— 

“(1) General rule-—Payments made in liquidation of the interest of a retiring partner 
or a deceased partner shall, to the extent such payments (other than payments described 
in paragraph (2)) are determined, under regulations prescribed by the Secretary or his 
delegate, to be made in exchange for the interest of such partner in partnership property, 
be considered as a distribution by the partnership and not as a distributive share or guaran- 
teed payment under subsection (a). : ; 

“(2) Special rules—For purposes of this subsection, payments in exchange for an 
interest in partnership property shall not include amounts paid for— 

A) unrealized receivables of the partnership (as defined in section 751(c)), or 
“(B) good will of the partnership, except to the extent that the partnership agree- 
ment provides for a payment with respect to good will.” 

150 As defined in section 751(c) (note 111 supra) and discussed above in connection with 
disproportionate distributions. 

151 Although payments to the distributee for his interest in substantially appreciated 
inventory items may be considered as payments for his interest in partnership property, as 
is pointed out infra, such payments are considered partnership distributions to which sec- 
tion 751(b) would apply if the distributee receives more than his proportionate share of 
group A or group B assets, as discussed above. 
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shall not be considered amounts paid in exchange for an interest in 
partnership property, “except to the extent that the partnership agreement 
provides for a payment with respect to goodwill.””” 


1. Nature of Payments to Which Section 736 Applies 


By the terms of section 736, before any special treatment may be ac- 
corded distributions made in liquidation of the interest of a partner, such 
distributions must be considered “payments” made in liquidation of the 
interest of a retiring or deceased partner. The legislative history’** refers 
to such payments as the receipt of a “share of partnership income in 
return for the complete relinquishment of . . . [the distributee’s] interest 
in the partnership.” It is said that the amounts paid may be either in the 
form of a lump sum; a fixed amount payable over a period of time; or an 
indeterminate amount based upon a percentage of partnership income over 
a period.*** The implication of this language is that if a part of an amount 
received by a retiring partner, for example,” does not in substance con- 
stitute the receipt of a “share of partnership income,” that part is to be 
considered under the rules which normally govern distributions and would 
not be considered a payment to which section 736 is applicable. 

This distinction is of interest primarily when a retiring partner receives 
some amount of partnership assets either in cash or in kind in a trans- 
action clearly designated by the parties as a liquidating distribution. To 
the extent that the value of the distributed money and assets under such 
circumstances does not exceed the value of the interest of the retiring 
partner in partnership assets,’*° there seems to be no reasonable basis for 
failure to recognize this portion of the transaction for what it is intended 


to be, i.e., a liquidating distribution.°* To the extent, however, that a 


1527. R.C. §736(b) (2) (B). 

153 Sen. Rep. No. 1622, op. cit. supra note 118, at 97. 

154 Jd. at 98; H.R. Rep. No. 1337, 83d Cong., 2d Sess. A230 (1954). 

155 In the ensuing discussion, although the same principles control payments to retiring 
partners and the successors of deceased partners, for the sake of convenience reference 
will be made only to retiring partners. 

156 Despite the problem of properly cocrdinating the operation of section 736 with the 
sections governing distributions generally, it is submitted that the value of such interest 
should not be reduced by the value of the distributee’s interest in unrealized receivables 
or good will in excess of that provided in the partnership agreement, since on principle 
section 736 is inapplicable to this portion of the transaction, there being no “payment” 
of partnership income but rather a distribution of assets. Sections 735 and 751(b) ade- 
quately protect the revenues in this situation from the collapsible-partnership loophole, and 
section 736 in effect operates merely to define the rights of the parties with respect to the 
tax treatment of certain other aspects of the over-all transaction. Subject to the require- 
ment that payments for good will do not exceed the distributee’s share of the actual value 
thereof, there seems to be no reason on principle for preventing the partners from spe- 
cifically agreeing as to the nature of the particular transaction, or portion thereof. 

157 To the extent that section 736 applies to any remaining portion of the transaction, the 
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particular part or all of the transaction is not specifically characterized 
by the partners and the retiring partner is to receive certain amounts in 
liquidation, either of his remaining interest following the distribution 
phase of the transaction or of all his interest if there has been no such 
distribution, section 736 then controls the classification of such amounts 
received by the retiring partner,’** requiring them to be treated either as 
income or as a payment in exchange for an interest in partnership property 
which is to be treated as a partnership distribution. 

One further characteristic of payments falling within the scope of 
section 736 may be deduced from the language of that section. The dis- 
tribution or series of distributions must clearly be received in complete 
liquidation of the partner’s entire interest in the partnership, but since 
such payments are said to represent “a share of partnership income,” no 
such payments apparently would exist upon a distribution or series of 
distributions by means of which the partnership winds up and goes com- 
pletely out of business. Therefore, in this latter situation one may infer 
that the section is inapplicable in any case. 


2. Method of Identifying Portion of Payment Deemed a Distribution 
and That Deemed Income 


a. In general 

With respect to the usual liquidating distribution which must be treated 
as a section 736 payment, some portion of the total amount received by 
the distributee would be attributable to his capital interest in the partner- 
ship while some other portion would be treated as income. The legislative 
history indicates that for the purpose of determining amounts attribut- 
able to the capital interest, the net value of that interest must be ascer- 
tained.1°° However, that value may not include the value of the retiring 


amount of the liquidating distribution would reduce the interest of the distributee in partner- 
ship property and thus reduce or eliminate the portion of the “payments” which would be 
considered distributions under the section. To the extent that the liquidating distribution 
does not equal the distributee’s entire interest in partnership assets, that interest would, 
of course, for purposes of applying section 736 to the remaining portion of the transaction, 
have to be reduced by the interest in unrealized receivables and good will in excess of the 
payment specified in the partnership agreement. Therefore, while the specific distribution 
may inciude amounts attributable to these latter items, to the extent that it does not 
amounts attributable thereto would be treated as a share of partnership income or a guaran- 
teed payment. 

158Jn this situation, the payments normally will be in cash, thereby eliminating the 
troublesome problem of classifying distributions in kind either as “distributions” or “pay- 
ments” under this section. However, see the discussion of this problem infra. 

159 Sen. Rep. No. 1622, op. cit. supra note 118, at 396. 

160 The value of this capital interest would seem to be the amount standing to the credit 
of the retiring partner in his capital account, plus or minus any unrealized appreciation or 
depreciation in partnership assets. Of course, to the extent that the partner has an interest 
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partner’s share of unrealized receivables, since section 736 removes such 
items from the scope of the section dealing with “distributions” as such 
and specifically requires that they be treated as income.*™ 

With respect to payments for good will, a payment apparently is to be 
recognized as attributable to an interest in the partnership capital when 
it is attributable to good will “to the extent that the partnership agree- 
ment provides for payments with respect to good will.”** However, in 
any event, the amount of this payment may “not exceed the reasonable 
value of the partner’s share of partnership good will.’”*® If the partner- 
ship agreement does not provide for such payments or provides for the 
payment of an unsatisfactory amount, the question arises whether an 
amendment made as a part of the plan of withdrawal of a particular 
partner would be recognized. Since the primary purpose of this portion 
of the statute must have been to clarify the relationships of the parties 
upon payments of partnership income to retiring partners, it is submitted 
the preferable view would recognize specific agreements between the 
parties setting forth the amount payable for good will, subject, of course, 
to such good will actually being in existence.’ 

Following these valuations, the retiring partner may find himself with 
(1) a capital interest in the partnership, generally including good will, 
the payments attributable to which would be treated as a distribution; 
(2) an interest in unrealized receivables held by the partnership, the pay- 
ments attributable to which would be treated as income; and (3) a right 
to receive additional payments from the partnership, which would also 








in unrealized receivables, this total would then have to be reduced by the value of such 
interest. If a portion of the value of the capital interest is received initially as a distribution 
in kind and such a distribution is held not to be a “payment” allocable to the distributee’s 
capital interest, the value of the entire capital interest for this purpose would have to be 
reduced by the value of this distribution. 

161 Sen. Rep. No. 1622, op. cit. supra note 118, at 402. 

162 Td. at 395. 

163 [bid. 

164 This argument for recognition is substantially strengthened when the problem is 
viewed in the light of the legislative history dealing with partnership agreements. The 
legislative history specifically requires recognition of provisions in partnership agreements 
allocating exempt income to one partner in preference to another when the allocation “has 
substantial economic effect and is not merely a device for reducing the taxes of certain 
partners without actually affecting their shares of partnership income.” (SEN. Rep. No. 
1622, op. cit. supra note 118, at 379). The same principle seems applicable in the situation 
under consideration. Therefore, while such an agreement would probably not be recognized 
when it results in a change in tax consequences and substantially nothing else, it seems 
likely that recognition would be accorded the amendment to the agreement if it results in 
a substantial change in the economic as well as the tax consequences of the retirement. 
If, however, it is contemplated that future retiring partners may require payments with 
respect to good will, it would seem advisable from their standpoint to amend the partner- 
ship agreement promptly in any event to include specified amounts payable for good will. 
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be treated as income. The retiring partner and the partnership must 
then determine the appropriate portion of each particular payment which 
is to be subjected to each type of treatment. 


b. When total payments are an ascertainable amount 


When the terms of the agreement specify that the retiring partner is 
to receive a sum certain, the legislative history’ indicates that a propor- 
tion of each payment is to be considered attributable to the partner’s 
capital interest."°* This proportion would then be treated as a “distribu- 
tion.”?* 


c. When total payments are an unascertainable amount 


When the total amount of payments under section 736 is indeterminate, 
the allocation of each individual payment received between capital interest 
and income presents a problem. The legislative history expressly precludes 


165 Sen. Rep. No. 1622, op. cit. supra note 118, at 396. 

166 This proportion is to be that portion of the total payment represented by the value 
of the partner’s capital interest. Jbid. 

167 As a result of the application of section 736 in this situation, a special problem is 
created with respect to the portion of the transaction treated as a distribution by virtue 
of the application thereto of the provisions of section 751(b). It will be recalled that under 
the latter section, where there is a distribution in excess of the proportionate interest of 
the distributee in group B, consisting in general of capital assets (in contrast to ordinary 
assets referred to as group A), it is provided that the distribution of the excessive amount 
of group B assets shall be deemed a transfer by the partnership to the distributee in 
exchange for a comparable portion of his interest in the group A assets which continue 
to be held by the partnership. Both partner and partnership may realize gain or loss on 
this imputed exchange. See the discussion supra of disproportionate distributions. 

In applying section 751(b) to the usual distribution, the proportional interest of the 
distributee is determined, on the one hand, in the group B assets of the partnership, which 
ordinarily will include good will and, on the other, in the group A assets of the 
partnership, which usually will include unrealized receivables. But in determining which 
portion of this transaction may be classified as a distribution subject to the application of 
section 751(b), section 736 requires that the interest of the distributee in both good will 
and unrealized receivables be removed entirely from the portion of the transaction which 
may be deemed a distribution subject to section 751(b) and be subjected to entirely dif- 
ferent treatment under section 736 (see SEN. Rep. No. 1622, op. cit. supra note 118, at 402). 
Therefore, in applying section 751(b) to the portion of the transaction deemed a distribu- 
tion, the proportionate shares of the distributee in such excessive good will and unrealized 
receivables and the amounts received by him which are attributable to such interest should 
be completely disregarded (section 736(b)(2)). The treatment of these amounts is 
determined solely by the application of section 736. Group B assets under section 751 (b) 
would then consist only of substantially appreciated inventory. In this situation it will be 
noted that the total transaction is first divided into two categories, i.e., a “distribution” 
controlled by the usual provisions regarding distributions, and a “payment” of partnership 
income controlled by section 736(a). The distributable portion of the transaction may then 
be required to be subdivided further into a distribution proper and an amount received 
upon an exchange for the distributee’s interest in other types of partnership assets, which 
exchange would be controlled by the provisions of section 751(b). 





1955] PARTNERSHIP DISTRIBUTIONS 355 


application of the return-of-capital theory when the retiring partner has 
an interest in unrealized receivables.*** Although the portion of each pay- 
ment treated as being paid for the partner’s capital interest is left to be 
determined under regulations, a reasonable method of making such a de- 
termination is to treat as attributable to his capital interest the same pro- 
portion of each payment as the proportion which the value of the capital 
interest bears to the total interest of the partner in both his capital interest 
and unrealized receivables.* This allocation method could then be applied 
until payments end or the value of the capital interest has been received, 
whichever first occurs. 

An entirely different situation is presented, however, when the retiring 
partner has no interest in partnership unrealized receivables. In such case 
there is no ascertainable amount of payments, which must be treated as 
income, upon which to base an allocation. Under these circumstances, 
it is submitted that the more reasonable solution would be to treat 
the amounts actually received as attributable first to the partner’s capital 
interest to the extent thereof, with only the balance, if any, being con- 
sidered income payment.’” 


d. Allocation of payments consisting in part of assets received 
in kind 

As indicated above, the statutory structure controlling payments to 
retiring partners or successors of deceased partners seems to have been 
designed in a manner which allows the parties to agree that a liquidating 
distribution may be made in addition to payments of a share of partnership 
income. When such an agreement is present, any distribution of assets in 
kind would normally be specifically designated a part of the liquidating 
distribution rather than an income payment. On the other hand, where 
there is no agreement between the parties as to a liquidating distribution, 
section 736 apparently applies to all payments, whether in cash or in kind. 
To the extent that the section is applicable to a distribution of property 


168 Thus, SEN. Rep. No. 1622, op. cit. supra note 118, at 396, provides that where the 
partnership owns both unrealized receivables and other assets, “. . . A portion of each 
payment, determined under regulations, would be treated as paid for A’s capital interest, 
based upon its ... value at the time of his retirement. The balance would be treated as a 
distributive share of partnership income to A... .” 

169 While this type of allocation allows a return of the capital interest before ordinary 
income is received in excess of unrealized receivables, the amount to be received as ordi- 
nary income is unknown. Therefore, it seems reasonable to allocate the total amounts 
received to the interest in assets, tangible and intangible, without attempting to allocate 
any amount to the one imponderable factor representing the ultimate, indeterminable 
amount which may be received in excess of the interest in all such assets. 

170 The theory supporting such a method of accounting for these payments is identical 
with that outlined in note 169 supra with respect to payments in excess of capital interest 
and unrealized receivables. 
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in kind, its application would present the immediate problem of deciding 
whether and to what extent that distribution in kind is attributable to the 
distributee’s capital interest. As will be pointed out in more detail below, 
payments attributable to an interest in unrealized receivables and all other 
payments in excess of the distributee’s capital interest are taxable to him 
as ordinary income, and it seems clear that no part of his basis for his 
partnership interest may be offset against such income. 

To the extent that this principle applies generally to payments of the 
partnership out of its income, it, of course, operates satisfactorily, since 
no part of the basis of the recipient for his partnership interest would be 
offset against such payments in any event. Also, in the usual case in which 
such payments are attributable to an interest in unrealized receivables, this 
principle generally would operate satisfactorily, since the partnership 
itself normally would have little or no basis for such items.’ 
On the other hand, if assets distributed in kind are held to be payments 
which must be treated as income in the hands of the retiring partner, they 
apparently must be considered income by such partner at their fair market 
value and would be taxed at ordinary income rates, with no portion of 


171 [f the partnership is on a cash basis, it may have paid certain amounts with respect 
to such unrealized receivables which it has deducted as business expenses in the year paid. 
However, the partnership may well have a basis for some unrealized receivables if, for 
example, it has paid for tangible assets held for sale to customers upon their delivery to it 
and then sold such assets on credit. Any payments by the partnership would not be deduct- 
ible, since they result in the acquisition of an asset and in the firm’s acquiring a basis for 
these assets. On the sale of such assets on credit, the firm being on a cash basis, the amounts 
due with respect to such sale would become unrealized receivables, not yet having 
been paid. Nevertheless, the partnership would have a basis therefor represented by its 
investment in the assets sold. Normally, such basis of the partnership would also be 
reflected in the payee partner’s own basis for his partnership interest, as the expenditure 
for these assets is not deductible and represents an investment by the partnership of 
funds which are either contributed or which constitute tax-paid undistributed earnings. 

On the other hand, all realized receivables, whether or not having a basis in the hands 
of the partnership, are excluded from the value of the retiring partner’s capital account 
for the purpose of calculating the tax consequences of the liquidating distribution, and 
amounts paid with respect to his interest therein are treated as income. Therefore, the 
retiring partner would treat the entire payment as income, without regard to the basis 
otherwise attributable thereto, and would have an extra amount of basis for his capital 
interest for which he would receive no asset in the portion of the transaction deemed 
to be a distribution. Such extra basis would result in capital loss to the distributee or would 
offset capital gain to the extent thereof on the portion of the transaction considered a 
liquidating distribution. Simultaneously, however, the payee would pay a tax at ordinary 
rates on the entire receivables without reduction for any amount equal to the basis 
otherwise attributable thereto. This pattern of taxation, in effect, generally authorizes a 
deduction for capital losses to the extent of such basis of receivables, while taxing the 
retiring partner on ordinary income to the same extent. This seems a serious and unwar- 
ranted distortion of the normal tax consequences in such a situation. In addition, it further 
emphasizes the general undesirability of applying section 736 to any distribution of assets 
in kind with respect to which the partnership may have a substantial basis. 
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the partner’s basis for his partnership interest being allocable to such 
assets. It may even logically follow that the partnership would realize tax- 
able gain or loss upon such a transaction, since it is using the assets to 
discharge its own dollar obligation. 

To illustrate the effect of treating assets distributed in kind as income 
under section 736, assume for the moment that in any mixed distribution 
of cash and other assets, cash would be deemed attributable to the capital 
interest in preference to any of the other assets. If the partner has a basis 
for his partnership interest which is different from the value of his capital 
interest, as defined above, to the extent that the cash received differs from 
that basis he would then have taxable capital gain or deductible loss upon 
the liquidation of his partnership interest.‘? The value of the assets 
treated as a “payment,” however, would all be ordinary income to him 
and the partnership may even have to account for any gain or loss on the 
transfer. Such a treatment of cash and other assets results in the greatest 
possible recognition of gain or loss to both partnership and retiring part- 
ner in this situation, but there seems to be little else to recommend it. 
In view of the stated legislative policy of restricting the recognition of 
gain or loss upon the transfer of property into and out of partnerships to 
the extent reasonably possible,’** the preferable view would seem to be 
that in such cases, if there is an available choice between cash and other 
assets, the other assets should be treated as being attributable to the capital 
interest up to an amount equal to the value of the interest of the retiring 
partner in such capital, thus resulting in their being considered distributed 
in kind.*"* Such assets would thus take a basis in the hands of the retiring 

172 .R.C. §731(a) (1) and (2). 

173 Sen. Rep. No. 1622, op. cit. supra note 118, at 96. 

174 Under this approach, a distribution in kind of assets other than unrealized receiv- 
ables may well be treated as taking place before any amount is received which is deemed 
a payment of partnership income under section 736. This would allow the tax consequences 
of the distribution in kind to be determined in the normal manner. For the purpose of 
applying section 736, however, the value of any capital interest of the distributee in excess 
of the value of the distribution in kind, after reduction by the distributee’s interest in 
unrealized receivables, would apparently be considered as the capital interest of the dis- 
tributee for the purpose of the cash payment under section 736, and the cash would then 
seem to be attributable to the distributee’s capital interest to the extent of the remaining 
adjusted value of such interest, if any, as in the usual section 736 payment involving only 
cash, 

If at this point the distributee has no interest in unrealized receivables or excess good 
will, the total amount paid being unascertainable, such a distribution in cash would then 
appear to be attributable entirely to his remaining capital interest to the extent that such 
interest exceeds the value of the property distributed in kind. However, should the dis-- 
tributee also have an interest in unrealized receivables and excess good will, an alloca- 
tion of the cash received between such excess value of the capital interest and the interest 
in such receivables and good will in proportion to their relative values would appear to be 
in order. An allocation would also be required, in any event, if an ascertainable amount 
of payments is to be received. . 
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partner which would reflect their basis in the hands of the partnership 
and allow postponement of recognition of gain or loss upon the disposition 
of the partnership interest, in conformity with the general statutory pattern 
%® until such assets are disposed of. 

One special problem is presented by the distribution in kind of unreal- 


governing distributions, 


ized receivables to the distributee. It would seem in such case that no 
amount of cash also received by the distributee would be considered 
under section 736(a) as having been paid for the distributee’s interest in 
such receivables, since he received the very assets themselves. The 
receivables apparently should be treated in the same manner as any other 
receivables distributed in kind. Normally, this fact would make little 
difference in the end result to the distributee, except in the application of 
section 751(b) or when the partnership has a basis for such unrealized 
receivables, in which latter event the distributee would be authorized to 
allocate a portion of his basis for his partnership interest to such receiv- 
ables, such basis generally being an amount equal to the basis therefor 
of the partnership. 


3. Special Problems of Retired Partner or Successor of Deceased 
Partner 


a. Portion of payment deemed a distribution. To the extent that the 
payment is deemed to result in a distribution by the partnership, the tax 
consequences normally flowing from distributions would attach to this 
portion of the payment.?*® 

b. Portion of payments treated as income. The principal problem from 
the particular viewpoint of the retiring partner or successor of the de- 
ceased partner in connection with payments not deemed distributions under 
section 736 is that of determining whether or not any portion thereof 
may be treated as a distributive share of partnership capital gains.’ 
Under section 736(a)(1) such payments are deemed a distributive share 
of partnership income. In the determination of distributive shares of 
partnership income, section 702(a) requires a separate accounting for 
each partner’s distributive share of items of gain, loss, credits, etc. Capital 


In addition to distributed property, any cash attributable to the distributee’s capital 
interest in the partnership would apparently be treated as a distribution, and for the pur- 
pose of determining basis of distributed assets, it should be treated as being distributed 
simultaneously with the other property. The remaining cash would be treated as a pay- 
ment of partnership income. 

175 See IL.R.C. §731(a) and Sen. Rep. No. 1622, op. cit. supra note 118, at 96. 

176 Thus, if in the portion of the transaction deemed a distribution, the retiring partner 
receives more than his proportionate share of group A or group B assets, he may realize 
gain or loss on an exchange under section 751(b). See the discussion of this problem supra. 

177 To the extent, of course, that the partnership proves to have such gains in which the 
distributee would possibly share. 
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gains and losses are treated in one subparagraph; subparagraph (8) deals 
with other items of income to the extent additional separate treatment is 
required by regulations ; and subparagraph (9) deals with taxable income 
or loss, exclusive of items requiring separate computation under other 
paragraphs of the subsection. However, the legislative history refers to 
this particular payment at one point as being “ordinary income” to the 
payee.’** In addition, an example in the Committee Reports refers to such 
payments as being “taxable . . . as ordinary income.”’” It therefore seems 
clear that these payments would be treated as a distributive share of 
ordinary taxable income of the partnership in the hands of the retiring 
partner, whether or not the partnership realizes capital gains during the 
same year. This result is even clearer with respect to payments deemed a 
guaranteed payment described in section 707 (c).’*° 

The corollary of this treatment in the hands of the payee is that under 
the statute and legislative history he may allocate to such payments no 
part of his basis for his partnership interest.*** 

It should be noted that any amounts paid, which under section 736 are 
not deemed distributed, are considered income in respect of a decedent 


when received by a successor in interest of a deceased partner.** 


4. Special Problems of Partnership 


From the standpoint of the partnership, the portion of any payment 
under section 736 not deemed a distribution is deductible from partnership 
income.'** However, to the extent that the amounts received by the dis- 
tributee are considered distributions within the meaning of section 736, 
no deduction would be allowed to the partnership in the calculation of its 
distributable income for the taxable period.’** In addition, the amount 
deemed a distribution is subject to the general rules governing distribu- 


178 Sen. Rep. No. 1622, op. cit. supra note 118, at 395. 

179 Jd. at 396. 

180 While the same legislative history mentioned above would apparently apply to such 
payments and indicates that they are to be taxed as ordinary income, the Senate Finance 
Committee Report, in addition, states that the amounts treated as guaranteed payments 
under section 707(c) “shall not be considered a distributive share of partnership income 
or gain.” (SEN. Rep. No. 1622, op. cit. supra note 118, at 387). Under such circumstances, 
it is clear that the payment in the hands of the payee should be considered as ordinary 
income. 

181 Note the requirement in section 736(a) that the payment “shall be considered a dis- 
tributive share” of “partnership income” or a “guaranteed payment.” See also the example 
in Sen. Rep. No. 1622, op. cit. supra note 118, at 396. 

182 T.R.C. §753. 

183 Sen. Rep. No. 1622, op. cit. supra note 118, at 395. 

184 bid, 
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tions." Therefore, the partnership would necessarily be concerned over 


the classification of these payments as income or distributions. 


5. Miscellaneous 


One minor change in the structure of the statute may aid in clarifying 
the application of section 736. To the extent that section 736(a) applies 
to a liquidating distribution, the transaction results in a ‘“‘payment”’ and is 
not considered a distribution except as provided for in that section. Sec- 
tion 731, dealing with recognition of gain or loss on distributions, has an 
exception in section 731(c), indicating it would not be applicable to the 
extent that section 736 is. Section 732, dealing with the basis of distributed 
property, also seems clearly not to apply to the extent that a distribution 
falls within the scope of section 736(a). However, it contains no specific 
exception as is found in section 731. Therefore, for the sake of added 
clarity and consistency with the structure of section 731, it would seem 
desirable that section 732 specifically state the existence of this exception 
to its application, in a manner paralleling the exception now contained in 
section 731. 


CONCLUSION 


The general rules governing partnership distributions are simple and 
logical and should work out satisfactorily in practical operation. Generally, 
they embody and clarify principles and practices with respect to partner- 
ship distributions as they exist under the 1939 Code. Also, the provisions 
governing payments with respect to deceased partners incorporate the 
general approach to this problem of the 1939 Code and seem to operate so 
as to create no unusually serious problems. While the elective rules are 
more complex, they seem generally to work satisfactorily in theory, al- 
though the valuation problems which they create will undoubtedly reduce 
their practical value considerably. Aside from the complexity and theoreti- 
cal nature of such rules, the principal difficulty in the exercise of the elec- 
tion lies in the fact that the statute couples the election to make adjust- 
ments in the partnership’s own basis for its assets with the right to make 
adjustments in that basis only for the benefit of individual transferee 
partners. The election is a continuing one which may work in favor of 
the transferee partners in a given case and against the partnership or vice 
versa, thus presenting a difficult problem of business judgment for the 
partners collectively. The two types of election are essentially dissimilar 


185 Thus, if by means of such distribution the distributee receives more than his propor- 
tionate share of group A or group B assets, the firm may realize a gain or loss on the 
exchange deemed to take place by operation of law in such situation, pursuant to the pro- 
visions of section 751(b). See the discussion supra of disproportionate distributions. 
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in nature, and there appears to be little justification for so coupling their 
exercise. 

The principal cause of future controversy with respect to the distribu- 
tion provisions will undoubtedly be the loophole-closing provisions of 
section 751(b). There the statute imposes an unusually complicated set 
of rules which apparently are to be applied to each partnership distribu- 
tion for the purpose of testing whether or not interests are being dis- 
posed of by either the distributee or the non-distributee partners in the 
appreciated non-capital assets and unrealized receivables of the partner- 
ship. Although designed to close what seems largely to be a theoretical 
loophole in the collapsible partnership device, it appears likely that these 
mandatory procedures are sufficiently complex and some of the tax conse- 
quences sufficiently inequitable to warrant further study by Congress con- 
cerning the desirability of following such an approach, at least in any 
situation other than a liquidating distribution. In fact, there would appear 
to be a very real possibility that the very complexity of these requirements 
may result in the failure at the administrative level of attempts to apply 
them to current distributions, which term would probably even include 
current drawings by partners against anticipated profits. 








A Case Study of Stock Redemptions Under 
Sections 302 and 318 of the New Code 


SYDNEY C. WINTON anp ARNOLD J. HOFFMAN 


= the 1939 Revenue Code many vexing problems in the deter- 
mination of whether a redemption of stock was essentially equivalent to 
a dividend resulted from family and other relationships. Typically, such 
problems arose in the case of closely-held corporations. The law was un- 
settled under the old Code.’ The proposed Regulations in 1951 provided 
that close family relationships should be taken into account in the appraisal 
of the redemption under old section 115(g)(1).? The proposed Regula- 
tions, however, were never promulgated and were eventually withdrawn.* 

The new Code’ attempts to set forth concrete standards which, if satis- 
fied, would definitely make a redemption not equivalent to a dividend. In 
actual practice the questions arising under these sections are exquisitely 
complicated and present problems of statutory construction which are 
difficult and confusing. 

Let us consider a fairly typical, hypothetical situation. The stockholders 
of a closely-held corporation wish to enter into a stockholders’ agreement 
providing that the corporation will buy the stock of a deceased stock- 
holder upon his death. The stockholders consist of the father, the president 
and founder of the firm, who owns 65 of the 100 outstanding shares of 
common stock ; his daughter, who owns ten shares received as a gift from 


Sypney C. WINTON is a member of the New York Bar and a member of the firm 
of Hays, Sklar, Epstein & Herzberg, New York City. 

ARNOLD J. HorFMAN is a member of the New York Bar and an associate of the 
firm of Hays, Sklar, Epstein & Herzberg, New York City. 

1 See notes 2, 3, and 11 infra. 

2For many years the Treasury Regulations have provided that “a cancellation or 
redemption by a corporation of all of the stock of a particular shareholder, so that the 
shareholder ceases to be interested in the affairs of the corporation, does not effect a 
distribution of a taxable dividend.” Reg. 118, Sec. 39.115(g)-1. The proposed Regula- 
tions would have added the following caveat, “. . . however, where such shareholder is 
closely related to remaining shareholders, that factor will be considered along with 
all other circumstances of the case in determining whether the distribution is essentially 
equivalent to a dividend.” Proposed Amendment of Reg. 111, Sec. 29.115-9, 16 Fen. Rec. 
10312 (1951), 5 CCH $6215 (1951). 

3 Notice with Respect to Proposed Amendment of Sec. 29.115-9 of Reg. 111 by 
Commissioner of Internal Revenue, Nov. 1954. 


*T.R.C. §§302 and 318. 
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him five years ago; and his son-in-law (married to said daughter) who 
holds 25 shares which were purchased from him five years ago. They 
desire a simple buy and sell agreement under which upon the death of 
either the father or the son-in-law, the corporation shall buy the stock of 
the deceased as well as stock of his transferees, and if the son-in-law is the 
deceased, the corporation shall also buy the stock of the daughter and 
her transferees. The question arises whether such stock redemptions would 
be subject to treatment as ordinary income, being considered as essentially 
equivalent to a dividend.* 


THE FATHER’S ESTATE 


We shall consider first the situation in the event of the father’s death. 
He desires that thte bulk of his estate go outright to his wife and the re- 
mainder to the daughter.® 

Subsection (a) of section 302 provides that meeting any one of four 
tests in subsection (b) makes it possible to treat the redemption as a pay- 
ment for stock resulting in capital gains. If none of the tests applies, the 
taxpayer faces ordinary income treatment, as in the case of an ordinary 
dividend distribution.’ Subparagraph (b)(4) dealing with railroad cor- 
porations in certain reorganizations will not be considered here. 


EQUIVALENCE TO A DIVIDEND 


Paragraph (1) of section 302(b) appears on its face to incorporate 
the old section 115(g)(1) test of “essentially equivalent to a dividend.” 


5 A consideration of other problems which would arise, ¢.g., estate tax valuation (cf. 
Estate of George Marshall Trammell, 18 T.C. 662 (1952)) and of the additional pro- 
visions which would be necessary to effectuate the agreement, is beyond the scope of 
this article. 

6 A portion of the redemption of his estate’s stock might fall within the purview of the 
1954 Code section 303, heir to the 1939 Code section 115(g)(3), dealing with distribu- 
tions to pay death taxes. If we assume that the amount of the redemption would be in 
excess of the sums therein provided and to that extent the redemption would not be 
covered by section 303, it becomes necessary to consider section 302. 

7If a distribution of “property” as defined in section 317(a) does not meet one of the 
tests prescribed in section 302(b), then the “amount distributed” as determined by sec- 
tion 301 would be includible in gross income as a “dividend” if it is made out of 
earnings and profits as set forth in section 316(a). (We are assuming that we are not 
concerned with partial liquidations under section 346 or “tainted” preferred stock under 
section 306.) It may be considered that a finding of equivalence to a dividend would 
of necessity presuppose earnings and profits. But the proposed Regulations, 19 Frp. Rec. 
8239 §1.302-2 (1954) provide: “The determination of whether or not a distribution is 
essentially equivalent to a dividend shall be made without regard to the earnings and 
profits of the corporation at the time of the distribution.” The Senate Committee Report 
similarly stated: “. . . the inquiry will be devoted solely to the question of whether or 
pot the transaction may properly be characterized as a sale of stock by the redeeming 
shareholder. .. .” Sen. Rep. No. 1622, 83d Cong., 2d Sess. 234 (1954). In effect, there- 
fore, the inquiry under section 302 is whether the transaction is to be treated as a 
distribution, in which event section 301 would be applicable. 
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Paragraph (5) provides that determinations under paragraph (1) are 
not to be affected by failure to meet the requirements of any of the other 
paragraphs. Subsection (c)(1), however, makes section 318(a) applica- 
ble for purposes of determining stock ownership. Section 318(a) provides 
“constructive ownership” rules by which persons shall be deemed to own 
stock held by others in specified relationships. 

Under the above provisions, in the case of the father’s death his estate 
would be deemed to own the shares of the son-in-law being the husband of 
an estate beneficiary (two attribution steps ).* A redemption of the estate’s 
holdings would appear to be a redemption equivalent to a dividend if the 
estate, as a result of constructive ownership, is to be regarded as the holder 
of all the corporate stock and the stock redeemed to be only part of its 
holdings.® The implications of this conclusion are grave for all closely- 
held corporations with buy and sell agreements. 

The Senate Report indicates that Congress considered it was merely 
preserving the old section 115(g)(1) equivalence test, under which the 
redemption of all the stock of a deceased stockholder was not treated as 
essentially equivalent to a dividend.’ We may speculate as to what the 


8T.R.C. §318(a) (1) (A) (i) and (a) (2) (A). 

9 The proposed Regulations, 19 Fep. Rec. 8239 §1.302-1 (1954) require the applica- 
tion of constructive ownership rules to section 302(b) (1). They state: “Section 318(a) 
(relating to constructive ownership of stock) applies to all redemptions under section 
302 except that in the termination of a shareholder’s interest, certain limitations are 
placed on the application of section 318(a) by section 302(c)(2).” (emphasis added) 
And again at a later point the proposed Regulations state: “Except as otherwise pro- 
vided in section 302(c)(2) ... the provisions of section 318(a) (relating to construc- 
tive ownership) are applicable.” Jd. at 8240. 

10 This raises the interesting question of the extent to which seemingly plain language 
in the 1954 Code (and indeed in any statute) may be altered by virtue of legislative 
committee statements indicating a different intention. The statement of legislative inten- 
tion is as follows: “In general, under this subsection your committee intends to in- 
corporate into the bill existing law as to whether or not a reduction is essentially 
equivalent to a dividend under section 115(g)(1) of the 1939 Code, and in addition to 
provide three definite standards in order to provide certainty in specific instances ... 
The test intended to be incorporated in the interpretation of paragraph (1) is in 
general that currently employed under section 115(g)(1) of the 1939 Code.” Sen. Rep. 
No. 1622, 83d Cong., 2d Sess. 45-46 (1954). 

11 The decisions under section 115(g)(1) of the 1939 Code were not affected by the 
relationships between stockholders, e.g., Ada Murphy McFarlane, 13 TCM 467 (1954) ; 
Marie W. F. Nugent Head Trust, 17 T.C. 817 (1951); Estate of Ira F. Searle, 9 
TCM 957 (1950); Estate of Henry V. Foster, 3 TCM 249 (1944); R. W. Creech, 46 
B.T.A. 93 (1942); Estate of G. A. Spang, P-—H B.T.A. Mem. Dec. {42,026; Clara 
Louise Flinn, 37 B.T.A. 1070 (1938); cf. Comm’r v. Roberts, 203 F.2d 304 (4th Cir. 
1953) ; William H. Grimditch, 37 B.T.A. 402 (1938). However, in addition to proposing 
Regulations to the contrary (see notes 2 and 3 supra), the Treasury declined to grant 
favorable rulings or issued unfavorable rulings in various instances where taxpayers 
proposed to redeem all of the shares held by a stockholder bearing either a family, 
estate-beneficiary, or trust-beneficiary relationship to the remaining stockholders. See 
1 R.LA., Feo. Tax Coorn. {D-556a; Dean, The New Section 115(9) Regulations in 
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courts will do with such problems to the extent that power to find non- 
equivalence to a dividend as an ultimate conclusion of fact gives them 
some freedom to mitigate this construction.’? At any rate, it is possible 
that the attribution rules of section 318 may have completely revamped 
the law under the old section 115(g) (1) equivalence test so far as closely- 
held corporations are concerned.”* 


SUBSTANTIALLY DISPROPORTIONATE REDEMPTION 


We turn now to the consideration of “substantially disproportionate” 
redemptions under section 302(b)(2) under which two tests must be 
satisfied. After the redemption (1) the shareholder shall have less than 
50 per cent of the voting power, and (2) his proportionate interest in the 
voting stock shall be less than 80 per cent of his proportionate interest 
before redemption. The test is framed entirely in terms of voting stock, so 
that apparently a redemption of only non-voting preferred stock would 
never come within this provision."™* 

In considering the position of the father’s estate after redemption of its 
stock, the first inquiry is what amount, if any, of stock would be con- 
structively attributed to the estate after it disposed of its actual holdings. 

The stock attribution rules in section 318(a)(2)(A) and (B) cover 
relationships between estates, trusts, and their beneficiaries.’° The rules 


PROCEEDINGS OF New YorK UNIversIty ELEvENTH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 587, 610 (1953). 

12 These determinations are usually made as ultimate findings of fact, e.g., cases cited 
note 10 supra (hence, trial courts frequently-decide without stating reasons, and appellate 
courts frequently affirm without giving explanations). 

13Tt may be argued that the old equivalence test is to be regarded as altered, by 
implication, because its survival unchanged would make superfluous the intricate details 
of the complete termination test of subsections (b)(3) and (c)(2). See notes 2 and 
11 supra. 

14 The statute seems clear and the proposed Regulations. so provide. 19 Fep. Rec. 
8240 §1.302-3 (1954). Yet the Senate Committee Report states, “Paragraph (2) of 
subsection (b) sets forth a general rule. .. . It is intended that the general rule shall 
apply with respect to a redemption of preferred stock (other than section 306 stock) 
as well as common stock.” Sen. Rep. No. 1622, 83d Cong., 2d Sess. 234 (1954). The 
draftsmen of the legislative reports may have had in mind either a redemption of voting 
preferred stock, or of non-voting preferred stock simultaneously with common stock. 
With respect to the latter situation, the proposed Regulations state that such redemption 
of non-voting preferred stock will be treated as an exchange if the simultaneous common 
stock redemption qualifies under paragraph (b) (2). Ibid. 

15 With respect to corporations section 318(a)(2)(C) provides that if a person 
owns 50 per cent or more in value of corporate stock, then such person shall be con- 
sidered to own a proportionate share of the stock deemed owned by the corporation; 
and with respect to options section 318(a) (3) provides that an optionee shall be deemed 
an owner. Query whether in our proposed problem under some stockholders’ agreements 
a corporation would be deemed an optionee of all of the corporate shares, so that 
additional shares would be deemed owned by the majority stockholder. The proposed 
Regulations, however, provide that a corporation is not to be considered as owning its 








‘uy 
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of estate and trust attribution have some curious inconsistencies. Stock 
owned by a trust is considered owned by beneficiaries in proportion to 
their actuarial interest (regardless of contingency or remoteness of inter- 
est), but stock owned by an estate is stated as considered owned propor- 
tionately by beneficiaries, no mention being made of actuarial valuation.*® 
All stock owned by a trust beneficiary is considered owned by the trust 
unless the beneficiary’s interest is a remote contingent one.*’ But appar- 
ently stock owned by a remote or contingent estate beneficiary is con- 
sidered owned entirely by the estate, since there are no exceptions pro- 
vided.'* Perhaps an argument could be made for ignoring such an interest 
in the case of an estate, relying upon the treatment suggested in the pro- 
posed Regulations for the holder of a remainder following a life estate.” 

The absence of a present interest in estate income is given as the 
rationale for an example in the proposed Treasury Regulations under 
section 318, which states that if an individual has a remainder interest 
following another’s life estate in a portion of a decedent’s estate, then such 
individual is not considered an estate beneficiary, “since he has no direct 
present interest in the income produced by the property held by the es- 
tate.”* Normally, the legatee of a direct cash bequest has no interest in 
the income of an estate.* Is such a legatee to be deemed not an estate 
beneficiary? In that event the attribution sections might be avoided in 
many instances by making outright bequests. Nor is it clear how sub- 
stantial the present income interest should be in order to insulate the re- 
mainder interest from the attribution rules. For example, what attribution 
would result under the proposed Regulations from a remainder interest 
which followed a present income interest of only one or two years’ dura- 
tion ?-? 
own stock by reason of attribution from a majority stockholder to it and also that 
an amount of stock is not to be included more than once in the computation of any 
person’s constructive ownership. 19 Fep. Rec. 8255 §1.318-3 (1954). 

16 Presumably a calculation of proportional interests in an estate could involve a 
consideration of life expectancies which would require actuarial computation. 

17 Tt is noteworthy that this is a one-way street, for regardless of a remote contingency, 
the trust beneficiary under section 318(a)(2)(B) would be considered as owning his 
actuarial portion of stock deemed owned by the trust. 

18 Query whether this means that if a will names the Ford Foundation as an 
extremely remote and contingent legatee, the estate would be deemed to own all of the 
Ford Motor Company stock held by the Foundation. 

19 See note 20 infra. 

2019 Fep. Rec. 8255 §1.318-2 (1954). 

21 See DopGE AND SULLIVAN, EsTATE ADMINISTRATION AND ACCOUNTING 462 (1940). 

22.Does it follow from the Treasury’s example that the father in our proposed 
problem would avoid attribution between his estate and the daughter by giving to his 
widow the income of a portion of his estate for life or for a period of one year, which- 
ever is less, with the remainder over to the daughter? If so, limited legal life estates 
may become more popular with estate planners; see note 21 supra. 
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The example in the proposed Regulations is apparently concerned with 
a remainder interest following a legal life estate, an arrangement not 
favored by estate planners.** It may be argued that the same tax result 
with respect to estate-beneficiary attribution should follow in the case of 
a remainder interest after a life interest in a testamentary trust. The ex- 
press attribution provisions in section 318(a)(2)(B) concerning trusts, 
however, raise a problem not present with respect to legal life estates as to 
which section 318 is silent ; and the proposed Regulations in their illustra- 
tions involving a trust go no iarther than is expressly required by the 
statute.** In the absence of an outright commitment by the Treasury, it is 
difficult for tax planners to place reliance upon remainders following a life 
interest in,trust. 

It is sufficient at this point to note that if the daughter is a present 
beneficiary of part of her father’s estate, her stock is deemed owned by 
the estate.*° In addition, the constructive ownership rules permit successive 
attributions, except that in any one line of attribution no more than one 
family step is permitted.*® Therefore, the daughter would be deemed to 
own the stock of her husband, the son-in-law (by family attribution), 
which stock would also be deemed to be owned by the estate (by estate- 
beneficiary attribution). As a result, the estate would be deemed the con- 
structive owner of all of the corporate stock ; it would never own less than 
50 per cent of the stock; and the substantially disproportionate require- 
ments would not be satisfied. 

The possibility of excluding the daughter from the father’s will should 
be considered, since it is that feature which creates the difficulty. The 
father may, for example, be perfectly satisfied to substitute the daughter’s 
children to take her share. However, this change would not accomplish 
the desired result. If the children are “beneficiaries” of the father’s es- 
tate, then the estate would be deemed the owner of their constructive 


23 See TRACHTMAN, EstTaTE PLANNING 116-119 (Practising Law Institute, 1951). 

24The proposed Regulations are silent on how attribution to an estate should be 
worked out in the case of beneficiaries of testamentary trusts. The illustrations involving 
testamentary trusts deal with trust-beneficiary attribution and assume direct ownership 
of corporate stock by the trust. See Examples (1) and (2), 19 Fep. Rec. 8255 §1.318-2 
(1954). 

25 T.R.C. §318(a) (2) (A). 

26T.R.C. §318(a)(4)(B). The proposed Regulations state: “Section 318(a) (4) (B) 
prevents the attribution of the stock of one brother through the father to the other 
brother, an attribution beyond the scope of section 318(a)(1) directly.” 19 Fep. Rec. 
8256 §1.3184 (1954). It should be noted, however, that other relationships may result 
in attribution between individuals although family attribution between them is barred. 
Thus, if two brothers are 60 per cent and 40 per cent beneficiaries, respectively, of an 
estate or trust, the first brother would be deemed to own 60 per cent of all the 
corporate stock owned by the second brother. 
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holdings, that is, the stock held by their parents, the daughter and the son- 
in-law.** Again the substantially disproportionate requirements would 
not be met. 

If the father’s will is revised so that neither the daughter, the son-in- 
law, nor their children are beneficiaries, then after the redemption the 
estate would be deemed the owner of stock directly or constructively owned 
by the father’s widow (by estate-beneficiary attribution), and the widow 
would be deemed to own the stock held by the daughter (by family attribu- 
tion). However, the widow would not be deemed to own the stock con- 
structively attributed to the daughter from her husband, the son-in-law, 
because two consecutive family attributions are barred.** Consequently, 
the estate would be deemed at all times to own the daughter’s stock but 
not the son-in-law’s stock. Thus, before the redemption the estate would 
own 75 per cent of the stock (the estate’s 65 per cent plus the daughter’s 
10 per cent). After the redemption of its direct holdings, the estate would 
be deemed to own the daughter’s ten shares of the 35 shares then outstand- 
ing, or less than 29 per cent, which is less than 80 per cent of 75 per cent. 
Both the 50 per cent and 80 per cent requirements of the disproportionate 
test would thus be met. The complete exclusion of the daughter and her 
children, however, from the father’s will creates the practical difficulty of 
cutting off the natural objects of his bounty. 

Assume that the father is willing to establish a testamentary trust of a 
portion of his estate with the daughter as income beneficiary for life. If 
she is thereby deemed to become a beneficiary of the estate as well, her 
shares would be attributable to the estate.?” Likewise, if she is deemed a 
beneficiary of the trust, which in turn is deemed an estate beneficiary, then 
the same constructive ownership would result via two attribution steps: 
(1) trust beneficiary to trust, and (2) trust (as estate beneficiary) to 
estate.°° Query whether the latter result could be avoided if the testa- 
mentary trust is set up by the executors prior to the stock redemption, in 
which event the trust would cease to have any further interest in the 
estate and would no longer be deemed an estate beneficiary.* This raises 
the general question whether the status of relationship for attribution 
purposes is fixed conclusively at the time of death or is determined by the 
relationship at the time of the subsequent stock redemption. 

What attribution would there be if the daughter is made a remainder- 
man of a testamentary trust of which the widow (the daughter’s mother ) 


27 T.R.C. §318(a) (2) (A) and (a) (1) (A) (ii). 
28 See note 26 supra. 

29 T.R.C. §318(a) (2) (A). 

80 T.R.C. §318(a) (2) (B) and (A). 

81 See notes 20 and 24 supra. 
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is the life beneficiary? If the daughter is not deemed a beneficiary of the 
estate,” then although her stock would be attributable to the estate via the 
mother (family attribution followed by estate-beneficiary attribution) ,** 
the son-in-law’s stock would not nevertheless be attributable to the estate 
by way of attribution to the daughter, to the mother, to the estate,** be- 
cause two family steps in one line of attribution are barred.** On this 
assumption® the substantially disproportionate test could be met. 

An interesting alternative is to utilize a revocable inter vivos trust as 
a substitute for a testamentary disposition. Such a trust could be estab- 
lished by the father with a corpus (other than stock of the corporation 
involved) equivalent to the portion of his estate which he desires to give 
to the daughter, reserving the income to himself during his life, if he so 
desired. No gift tax would be payable*’ since this would be an incomplete 
gift. Under such a program the daughter would not formally be a “bene- 
ficiary”’ of the estate. True, for estate tax purposes the inter vivos trust, 
of which she is a beneficiary, would be includible in the father’s taxable 
estate,** but taking the language of the new Code literally, it would seem 
that the daughter would not be a beneficiary of an estate.*® This, therefore, 
would seem to be a possible method of preserving the basic testamentary 
pattern and yet satisfying the substantially disproportionate rule. 

An alternative use of the revocable trust would be to make the father’s 
corporate stock the corpus, reserving the income to the father for life 
and the remainder on death to his wife. After the father’s death redemp- 
tion of the stock would be made from the trust and not from the estate. 
Presumably, the trust and the estate would be distinct entities, despite 
inclusion of the former in the latter for estate tax purposes.*° The trust 
would be deemed constructively to own the stock of the father’s widow 
)}* 


(by trust-beneficiary attribution)** and hence the stock of the daughter 


(by family attribution)** but not the stock of the son-in-law (two con- 
secutive family attributions being barred).** The mathematics of the 50 
per cent and 80 per cent tests are in such case precisely the same as in the 


32 See notes 20 and 24 supra. 

33 T.R.C. §318(a) (1) (A) (ii) and (a) (2) (A). 

34 T.R.C. §318(a) (1) (A) (i), (ii), and (a) (2) (A). 

35 See note 26 supra. 

36 A debatable assumption, as indicated by the foregoing discussion. 
’7 Burnet v. Guggenheim, 288 U.S. 280 (1933); Reg. 108, Sec. 86.3. 
38 T.R.C. §2038. 

39 T.R.C. §318(a) (2) (A). 

40 See note 38 supra. 

41 ].R.C. §318(a) (2) (B). 

42]. R.C. §318(a) (1) (A) (ii). 

43 See note 26 supra. 
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prior computation,** so that the redemption would apparently qualify 
under the disproportionate rule. 

Thus, at least two methods of utilizing inter vivos trusts* present a 
real possibility of continuing the basic testamentary plan and at the same 
time satisfying the requirements of the substantially disproportionate rule. 


COMPLETE TERMINATION 


We now turn to the test contained in subsection (b) (3) of section 302, 
which provides for the situation where all of the stock owned by the share- 
holder is redeemed. This must be read in conjunction with subsection 
(c)(2), which modifies the rules of constructive ownership of section 318 
as far as they operate in this connection. Under the latter subsection the 
family attribution rules will not operate, provided certain conditions are 
met. However, the other attribution rules continue to be applicable. 

The difficulty in meeting the test of this subsection is that so long as 
the daughter owns any stock and is a beneficiary of the estate, there would 
be no complete termination of the estate’s interest because all of the 
daughter’s stock would be attributed to the estate.** There is, however, the 
possibility of substituting the daughter’s children for the daughter in the 
father’s will and thus eliminating the daughter as an estate beneficiary. 
if under subsection (c) (2) there is no family attribution, the stock of the 
son-in-law and daughter would not be considered constructively owned by 
their children, and the estate would have no holdings after the redemption 
of its stock. This may be a solution if the specified conditions under sub- 
section (c)(2) exist for barring family attribution. 

The specified conditions for avoiding family attribution under the 
complete termination test are contained in subparagraphs (A) and (B) 
of section 302(c)(2).** Subparagraph (A) requires that after the re- 


44. Sce p. 369 supra. 

45 Problems under other portions of the Code would require consideration, e.g., the 
question of contemplation of death under section 2035, and the question of the income 
tax basis of the trust corpus (included as a reversion in the decedent’s estate) in the 
event of dispositions of stock between the time the revocable trust is established and 
the date of his death. In connection with the latter question, see section 1014(a): “... 
the basis of property in the hands of a person acquiring the property from a decedent 
or to whom the property passed from a decedent shall, if not sold, exchanged, or 
otherwise disposed of before the decedent’s death by such person, be the fair market 
value of the property at the date of the decedent’s death. . . .” (emphasis added). 

467. R.C. §318(a) (2) (A). 

47 Section 302(c) treats with the application of the attribution rules to complete 
termination. Paragraph (1) provides generally for application of the constructive 
ownership rules of section 318(a). Subparagraph (A) of paragraph (2) makes a special 
exception, in which event the family attribution rules of section 318(a)(1) would not 
be applicable. However, subparagraph (B) of paragraph (2) operates as an exception 
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demption the distributee shall have no further interest in the corporation. 
We shall pass this without further comment.** Subparagraph (B) rein- 
states family attribution where either (i) any part of the stock redeemed 
was acquired under prescribed conditions within ten years or (ii) any 
person owns stock attributable to the distributee which was acquired under 
prescribed conditions. 

Clause (i) is inapplicable to the father’s estate on the assumed facts, 
since no part of the estate’s stock being redeemed was acquired*® within 
ten years. Clause (ii) is, however, violated if any person owns stock 
attributable to the distributee under subsection 318(a) and such person 
acquired any stock, directly or indirectly, from the distributee within ten 
years, unless the latter stock is also redeemed. On the assumed facts, both 
the son-in-law and daughter acquired their stock from the father five years 
before. It is noteworthy that for purposes of this condition, all the attribu- 
tion rules of section 318(a) apply, not merely family attribution.*® 
Therefore if the daughter’s children are made beneficiaries of the estate, 
the combination of family attribution and estate-beneficiary attribution 
would cause the stock of both the son-in-law and the daughter to be at- 
tributed to the estate; and the estate is clearly the “distributee.” 

The son-in-law and the daughter, however, acquired their stock from 
the father not from the father’s estate. Would it be maintained therefore 


to the exception, and violation of its prescribed conditions would make subparagraph 
(A) inapplicable. It is to be noted that the conditions of subsection (c)(2) do not 
apply if the redemption meets the requirements of one of the other tests. I.R.C. §302(b) 
(5). : 

48 The proposed Regulations spell out distinctions between a creditor and one having 
a proprietary interest. 19 Fep. Rec. 8240 §1.3024(d) and (e) (1954). Compare the 
position of the Treasury under the 1939 Code (Reg. 118, Sec. 39.115(g)-1(a)(2)) and 
Rev. Rul. 54-408, 1954 Int. Rev. Butt. No. 39 at 8 (1954). 

49 The term “acquired” in subparagraph (B) of section 302(c)(2) is described by 
the Senate Committee Report as embracing both an acquisition by gift and for a 
consideration. SEN. Rep. No. 1622, 83d Cong., 2d Sess. 237 (1954). Query whether it 
includes the transfer by operation of law from a deceased to his estate. Such acquisi- 
tion would usually occur within ten years of the redemption, and normally the bene- 
ficiaries would bear an attribution relationship to the deceased. If this thought is 
pursued to its logical conclusion, most estates would not be able to fit within the 
complete termination rule until ten years after death as a result of the operation of 
clause (ii). The logic leading to such a weird result is not likely to be followed. More- 
over, such an acquisition is normally not made for the purpose of avoiding income tax, 
within the meaning of the last sentence of subparagraph (B). See p. 373 infra. 

50 See the proposed Regulations cited in note 9 supra. It has been urged that this 
is the result of a legislative error and that only section 318(a) (1) was intended. Owen, 
Stock Redemptions and Partial Liquidations Under the 1954 Code, 32 Taxes 979, 985 
(1954). With respect to the general purpose of the conditions in section 302(c) (2), the 
Senate Committee Report states: “Thus modified the family attribution rules will be 
applied to insure a bona fide severance of a particular shareholder’s interest in an 
enterprise and will not apply where there is no purpose of tax avoidance.” Sen. Rep. No. 
1622, 83d Cong., 2d Sess. 45 (1954). 
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that the son-in-law and the daughter did not acquire their stock, directly 
or indirectly, from the distributee estate? It would seem so, unless for this 
purpose the estate of a deceased is to be equated with the deceased.” This 
is another place in the Code where death may help solve tax problems.” 
Substitution of the daughter’s children for the daughter in the father’s will 
would therefore seem to provide a possible method of meeting the com- 
plete termination test. 

Section 302(c)(2(B) concludes by providing in effect that the two 
conditions in subparagraph (B) may be disregarded if the particular ac- 
quisition or disposition in question did not have federal income tax 
avoidance” as one of its principal purposes. Many acquisitions and dispo- 
sitions of this type are likely to have estate tax minimization as a principal 
purpose. Apparently, however, estate tax motivations are not detrimental 
so long as income tax avoidance is not a purpose. At any rate, it is pref- 
erable, if possible, not to have to rely upon the necessity of proving 
sometime in the future facts as to purpose, motive, or state of mind. 

A solution to the problem could be procured by having the daughter 
divest herself of her holdings. If the daughter transferred her shares to 
her children, the tax consequences would depend upon whether the chil- 
dren’s stock would be attributed to their grandmother (the father’s wife). 
Regardless of any other factor, if the children’s stock would be attributed 
to their grandmother who, on the assumed facts, is the primary estate 
beneficiary, then such shares would be considered to be owned construc- 
tively by the estate. Under section 318(a) stock of grandchildren is at- 
tributable to grandparents but not vice versa. 

Clearly, the children’s stock would be attributed to their grandmother, 
the estate beneficiary, if family attribution functions. And the operation 
of family attribution turns upon the two conditions in clauses (i) and (ii) 
of section 302(c)(2)(B). This raises again the question above discussed 
of the meaning of the term “‘distributee” vis-d-vis the deceased and his 


51 Cf. Estate of Jacques Ferber, 22 T.C. No. 35 (1954). 

52 F.g., IL.R.C. §§306 and 1014. 

53 The Senate Committee Report states that a subparagraph (B) transfer “shall not 
be deemed to have as one of its principal purposes the avoidance of Federal income tax 
merely because the transferee is in a lower income tax bracket than the transferor.” 
Sen. Rep. No. 1622, 83d Cong., 2d Sess. 237 (1954). 

54 Under section 318(a) (1) (A) an individual is considered to own the stock of his 
spouse, children, grandchildren, and parents. The children and grandchildren need not be 
minors (cf. section 1239(a) (2)) ; other ancestors and lineal descendants are not included 
(cf. sections 267(c) (4), 341(d), and 544(a)(2)); brothers and sisters are not included 
(cf. sections 267(c) (4), 341 (d), and 544(a)(2); spouses of brothers and sisters are 
not included (cf. section 341(d)); and spouses of lineal descendants are not included 
(cf. section 341(d)). Presumably, the legislative draftsmen detected subtle distinctions, 
not readily discernible to the untrained eye, which require the application of different 
family attribution rules under these various sections. 
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estate.» The same question would also arise if the daughter’s shares 
should be transferred to the son-in-law.*® So long as the daughter is an 
estate beneficiary, it is necessary to avoid family attribution. And appar- 
ently one cannot be certain that this has been accomplished so long as the 
queries above raised are not authoritatively answered. 

Possibly, the problems discussed would be solved by the father’s setting 
up a revocable inter vivos trust of all of his stock. One alternative would 
be to make his wife the beneficiary with remainder to her estate or as she 
may appoint.** If family attribution rules are operative, the daughter’s 
shares would be attributed to the trust via the daughter’s mother, the bene- 
ficiary. In order for such a trust to be effective for our purposes, family 
attribution must be inapplicable, which turns upon the two clauses cited 
in section 302(c)(2)(B). Assuming that the father dies within ten years 
of the creation of the trust, the question under clause(i) is whether the 
stock redeemed has been acquired by the trust within the prescribed period 
from a proscribed person—in this case, the husband of the trust bene- 
ficiary, bearing in mind that the husband would then be deceased. Clause 
(i) reads, “acquired . . . from a person the ownership of whose stock 
would (at the time of distribution) be attributable to the distributee ... .” 
Would the father be regarded as such a person “at the time of distribu- 


’ 


tion,” which is a “time” after his decease? ** If so, family attribution 
would apply, the daughter’s shares would be attributed to the trust via her 
mother (the trust beneficiary), and no complete termination would occur. 

An alternative use of the revocable trust idea would dictate the father’s 
setting up a revocable trust consisting of assets other than his corporate 
stock, with his wife as life beneficiary and his daughter the remainderman, 
thus substituting an inter vivos trust for the proposed testamentary be- 
quest and making possible the elimination of the daughter from his will. 


If the beneficiary of the trust is not a beneficiary of the estate,®® though 
Z d D> 


the trust is includible in the estate for estate tax purposes, the only bene- 
ficiary of the estate would be the father’s widow. If family attribution is 
inapplicable, no stock would be deemed constructively owned by the widow 


55 The question would be whether clause (i) has not been satisfied because the 
children’s stock was indirectly acquired from the distributee when the stock passed 
from the father to the daughter to the children. 

56 The question would be whether the son-in-law could be regarded as an indirect 
transferee of the distributee. 

57 Query whether for this purpose the designation by the exercise of a power would 
be related back to the settlor’s trust sc that the beneficiary subsequently designated in 
the wife’s will would be treated as a beneficiary of the father’s trust under section 
318(a) (2) (B). If so, how could this be determined at the time of the father’s death? 

58 See p. 379 infra. 
59 See notes 20 and 24 supra. 
60 See note 38 supra and p. 375 infra. 
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or by the estate through the widow. Family attribution, however, would be 
barred only if the conditions in section 302(c)(2)(B) have been satisfied. 
This raises again the question whether the son-in-law and the daughter, 
who acquired their shares from the decedent, would not be deemed to 
have acquired them from the distributee estate.™ 

It should be noted that although there may be doubt whether the rev- 
ocable trust pattern would satisfy the complete termination test of sub- 
section (b)(3) for the technical reasons above stated, nevertheless, the 
same pattern may result in a substantially disproportionate redemption 
under subsection (b) (2). Complete termination may be impossible if there 
is any family attribution whatsoever as a result of failure to satisfy the 
prescribed conditions of subparagraph (B) of section 302(c)(2); the 
redemption may nevertheless be substantially disproportionate because 


62 


two successive steps of family attribution are barred. 


THE SON-IN-LAW’S ESTATE 


Let us turn now to the tax situation in the event the son-in-law pre- 
deceases the father, and the corporation is required under the stockholders’ 
agreement to purchase the stock of the son-in-law and the daughter. 
Assume that the son-in-law’s will leaves everything to his wife, the 
daughter. Application of the family attribution rules® would result in the 
father’s stock being attributed to the daughter, and application of the 
64 


ruies of estate-beneficiary attribution®* would result in the further attri- 


1 
t 


bution of this stock to tl 


ie son-in-law’s estate since the daugher is the 


beneficiary thereof. 


EQUIVALENCE TO A DIVIDEND 


Since constructive ownership rules are applied to section 302(b)(1), 
redemption of the stock held by the son-in-law’s estate would perhaps be 
deemed a redemption essentially equivalent to a dividend.© 


SUBSTANTIALLY DISPROPORTIONATE REDEMPTION 


Attempts to come under subsection (b)(2) (substantially dispropor- 
tionate redemption) here would run afoul of the constructive ownership 
rules. Since the father owns and will own after the son-in-law’s prede- 
cease more than 50 per cent of the corporate stock which would be 


61 See p. 372 supra. 

62 T.R.C. §318(a) (4) (B). 

63 T.R.C. §318(a) (1) (A) (ii). 
64 T. R.C. §318(a) (2) (A). 

65 See notes 9, 10, and 13 supra. 
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attributed to the son-in-law’s estate via the estate’s beneficiary, the 
daughter, the requirements of this subsection would not be met. 

If the children of the son-in-law and daughter were substituted for the 
daughter in the son-in-law’s will, then there would be no attribution from 
the father to the son-in-law’s estate because (1) attribution from the 
father to the children would not occur since grandchildren do not con- 
structively own stock of their grandparents® and (2) attribution from the 
father to the daughter and then from the daughter to the children is 
barred.” Theoretically, such change in the son-in-law’s will might bring 
about the desired result,® but practically, in cases where the daughter has 
no large independent estate of her own, it may not meet with family ap- 
proval. 

Nor would a revocable trust prove helpful in this instance. Assume 
that the son-in-law’s corporate stock was made the corpus of such a 
trust, with income reserved to the son-in-law for life and the daughter as 
the remainderman. The father’s shares would be attributable via the 
daughter to the trust,® and hence the trust would always constructively 
own more than 50 per cent of the corporate stock. Consequently, the sub- 
stantially disproportionate test would not be met. 


COMPLETE TERMINATION 


The son-in-law’s estate might seek to come under paragraph (3) of 
section 302(b) (complete termination). After the redemption of the 
stockholdings of the son-in-law’s estate and of the daughter, the only 
beneficiary of the son-in-law’s estate, the daughter, would own no shares; 
all of the outstanding stock would at that time be held by the father 
of the estate’s beneficiary. It is clear, therefore, that if the family attribu- 
tion rules could be avoided in applying the complete termination test, this 
redemption would qualify. But the family attribution rules may be dis- 
regarded only if the conditions imposed by section 302(c)(2) are met. 

The requirements of subparagraph (B) of section 302(c)(2) cause 
difficulty in this connection. Clause (i) of that subparagraph requires 
that no portion of the stock redeemed shall have been acquired within 
ten years by the distributee from a person whose stock would be attributa- 
ble to the distributee. The son-in-law acquired stock five years before from 
the father. It is true that while both are alive, the father’s stock would not 
be attributable to the son-in-law through the daughter, because two family 


8& See note 54 supra. 

67 T.R.C. §318(a) (4) (B). 

68 Query whether a widow’s statutory right to claim a portion of her deceased’s 
husband estate would result in estate-beneficiary attribution under section 318(a) (2) (A). 
69 T.R.C. §318(a) (1) (A) (ii) and (a) (2) (B). 
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steps in one line of attribution are barred.*® However, upon the son-in- 
law’s death, with the daughter as the beneficiary of his estate, the father’s 
stock would become attributable to the son-in-law’s estate through the 
combination of family attribution and estate-beneficiary attribution.” 
At that point, however, the “distributee” is not the son-in-law, but the 
son-in-law’s estate; it would seem that the son-in-law’s estate acquired its 
stock from the son-in-law and not from the father. It may be argued that 
the distributee estate acquired its stock “indirectly” from the father.”? If 
such argument should prevail, the son-in-law’s estate would be unable 
safely to permit a redemption of its stockholdings in situations where the 
son-in-law, if alive, would safely have allowed his stock to be redeemed. 
Clause (i) of subparagraph (B) of section 302(c)(2) also creates 
another difficulty. It is phrased, ‘any portion of the stock redeemed.” On 
the assumed state of facts, under the stockholders’ agreement the stock 
held by the daughter shall be redeemed contemporaneously with the stock 
of the son-in-law’s estate. It is clear that the daughter’s stock was acquired 
within ten years from one of the persons proscribed in the subsection, that 
is, from her father. If the stock redeemed from the daughter is to be con- 
sidered as part of “the stock redeemed” when the stock of the son-in-law’s 
estate’s is redeemed,” then the condition in clause (i) would be violated, 
family attribution would apply, and the complete termination test would 
not be met. 
On the other hand, it may be argued that where stock is redeemed from 
and 
not as violating clause (i) of section 302(c)(2)(B) if no part of his own 


\ 


9974 


two persons, each should be considered a separate “distributee, 


stock was acquired within the ten-year period.” That construction would 

70 T.R.C. §318(a) (4) (B). 

71 T.R.C. §318(a) (1) (A) (ii) and (a) (2) (A). 

72 See p. 380 infra. 

73 This interpretation would assume that the daughter is a “distributee” within the 
meaning of section 302(c)(2)(B) although not the “shareholder” under consideration 
in section 302(b) (3). See note 74 infra. 

74 With respect to the substantially disproportionate test the Senate Committee Report 
states that “It is intended that the 80 per cent rule shall be applied on a shareholder-by- 
shareholder basis, and that the application of the rule to one shareholder shall not 
affect the application of the rule to any other shareholder.” Sen. Rep. No. 1622, 83d Cong., 
2d Sess. 234 (1954). And the proposed Regulations provide: “The requirements under 
section 302(b)(2) shall be applied to each shareholder separately.” 19 Fep. Rec. 8256 
§1.318-4 (1954). 

75 Section 302(c)(2)(B) refers always to the “distributee” while throughout the 
rest of section 302 the statutory reference is always to the “shareholder.” A review of 
the legislative history of the 1954 Code reveals that subsection (c) of section 302 was 
taken from the House bill which used “distributee.” H.R. 8300, 83d Cong., 2d Sess. 
§302 (1954). It would seem that the use of both terms in the same section of the 1954 
Code has occurred through legislative accident rather than design, so that statutory 
construction theories of great subtlety cannot safely be based upon this feature. 
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avoid the question arising from the simultaneous redemption of the 
daughter’s stock. If this construction prevailed, it might also be possible 
to utilize a revocable trust. The son-in-law’s corporate stock would con- 
stitute the corpus of the trust, and the daughter would be the remainder- 
man. If the conditions in clauses (i) and (ii)*® were satisfied so that 
family attribution’’ would not be applicable, the father’s stock would not 
be attributable to the daughter and hence not attributable to the trust, so 
that the complete termination test would be met.” 


REDEMPTION OF THE DAUGHTER’S STOCK 


On the assumed facts the tax situation of the daughter at the son-in- 
law’s death would appear insoluble so long as she holds shares subject to 
the agreement. Her stock is to be redeemed. She would not meet the 
substantially disproportionate test of paragraph (b) (2), since the stock of 
the father would be attributable to her, and she would be deemed the owner 
of more than 50 per cent of the corporate stock. The complete termination 
test of paragraph(b) (3) would not be met if the son-in-law’s death oc- 
curred within ten years of the daughter’s acquisition of stock from her 
father, since the violation of the conditions in clause (i) of section 
302(c)(2)(B) would permit family attribution to her of her father’s 
shares. Hence, until the ten years have elapsed a redemption of the daugh- 
ter’s shares would not qualify under the specific tests provided in section 
302. 


ADDITIONAL PROBLEMS UNDER SEcTION 302(c)(2)(B) 


The questions raised by our seemingly simple problem are only a smail 
sample of the technical difficulties inherent in these sections. Additional 
questions lurk in section 302(c)(2)(B) which lays down conditions for 
barring family attribution in the case of complete termination. As we have 
seen, Clause (i) deals with a distributee-transferee who acquired the stock 
redeemed from a proscribed transferor; clause (ii) deals with a dis- 
tributee-transferor who disposed of stock to a proscribed transferee. 

Clause (i) refers to the acquisition of stock by a distributee “from a 
person the ownership of whose stock would (at the time of distribution) 
be attributable to the distributee under section 318(a). . . .” Does the 
phrase “ownership of whose stock” imply that the transferor must actually 


76 T.R.C. §302(c) (2) (B). 

77 L.R.C. §318(a) (1). 

78 If the daughter made a transfer of her shares to the son-in-law prior to his creation 
of the trust and the trust corpus included both of their corporate holdings, then the 
condition in clause (i) might be violated, since the trust might be regarded as having 
“indirectly” acquired a portion of its shares within ten years from a proscribed person, 
namely, the daughter, the beneficiary of the trust. 
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own stock at the time of the redemption? To take a specific case, suppose 
the father and his wife each owns 50 per cent of the shares of a corpora- 
tion and the father gives all of his shares to the daughter. Subsequently, 
within ten years all of her shares have been redeemed; and she would be 
guaranteed capital gains treatment on redemption only if family attribution 
did not apply. The daughter would have acquired her stock from a pro- 
scribed person, her father. But at the very time of distribution the father 
would no longer be a shareholder. Would the condition be violated simply 
because he is merely a constructive owner of stock? Or, stated more 
broadly, would the condition be violated if the transferor is a person who, 
if he owned stock at the time of distribution, would have his shares at- 
tributed constructively to the distributee ?° 

Substantially identical questions arise in clause (ii) which deals 
with the situation where “any person owns (at the time of distribution) 
stock the ownership of which is attributable to the distributee. ais 
Again, does the term “owns” mean only actual ownership? Or does it 
include constructive ownership ?** 

Another series of questions arise when the transferor retains some 
stock which is redeemed simultaneously with the redemption of his trans- 
feree’s stock. The transferee would be concerned with clause (i), the 
transferor with clause (ii). The transferor would find that his prior 
disposition need give him no concern, since the last “unless” provision in 
clause (ii) grants special dispensation if the transferee’s stock is re- 
deemed at the same time. Yet there is no comparable provision expressly 
stated in clause (i). It would be odd indeed to find in this situation that 
the transferor is safe enough but that the transferee is in tax difficulties. 

Assume now that the transferor retained stock but died before the 
redemption in question. If alive he would be a proscribed transferor. 
But “at the time of distribution” he is neither alive nor an actual owner.*? 
Must the transferor be alive under clause (i) for the condition to be 
violated? If not, would the estate stand in his shoes as fully as if he 
were alive? It would seem that it should not. The general design of sec- 


79It may be argued that the provision is aimed at an apparent, complete termination 
where the closely related transferor continues his stock ownership, and so in a sense 
the owner (constructive) of the redeemed stock has retained his interest in the corpora- 
tion. On this view there is no evil in the situation where the transferor no longer 
actually owns stock. 

80 Cf. p. 372 supra. 

81 See note 9 supra. The proposed Regulations provide: “Except as provided in section 
318(a) (4) (B), section 1.3184, and subsection (b) of this section, stock constructively 
owned by a person by reason of the application of paragraph (1), (2), or (3) of 
section 318(a) is, for purposes of applying paragraph (1), (2) or (3), treated as 
actually owned by such person.” 19 Fep, Rec. 8255 §1.318-3(a) (1954). 

82 See p. 374 supra. . 
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tion 318 appears to be that upon death family attribution under subsection 
(a)(1)(A) no longer operates to cause attribution of the deceased’s 
stock to members of his family. Instead, the stock in the deceased’s estate 
is attributable to the beneficiaries thereof under the estate rules of subsec- 
tion (a)(2)(A). Therefore, any family link between a transferee and 
transferor would seem to break at death and the estate-beneficiary link, 
if any, would supplant it. 

The conditions in section 302(c)(2)(B) give rise to many questions 
in connection with death, some of which have already been considered. 
If in clauses (i) and (ii), the term “distributee” does not mean both the 
estate and decedent but only the estate whose stock is being redeemed, 
then violation of clause (11) would always be avoided where the trans- 
feror dies and his estate is the distributee, because the transferee would 
always have acquired his stock from the transferor, not from the trans- 
feror’s estate. This is not the case under clause (i) where it remains possi- 
ble to argue** that the distributee transferee’s estate acquired its stock 
indirectly from the transferor who may fall within the forbidden circle 
via the estate-beneficiary attribution step, which would frequently be true 
in close corporations. 


CONCLUSION 


The foregoing discussion illustrates some of the many technical ques- 
tions that are lurking in the underbrush of sections 302 and 318. It indi- 
cates the kaleidoscopic effect of those sections when examined with 
typical concrete situations in mind. Our conclusion is that a state of pro- 
longed warfare with these sections should be anticipated by the tax bar. 


83 See p. 377 supra. 








The Claim of Right Doctrine: 
1954 Version 


MARTIN H. WEBSTER 


— have been many tax principles which have been affected in one 
way or another by the 1954 Internal Revenue Code. Among them is the 
one which has long been known as the “claim of right doctrine.” It is 
the purpose of this article to review briefly the judicial history of this 
doctrine, to note the harshness with which it has been applied, and then 
to analyze section 1341 of the 1954 Internal Revenue Code, the section 
intended to serve the function of assuaging such severity. As will be 
shown, section 1341 assays a higher purpose than it appears to fulfill. 


THE JupicraL History 


The fountainhead of the claim of right doctrine is North American Oil 
Consolidated v. Burnet.’ In that case the Supreme Court held that an 
item should be included in income in the year of receipt, despite the fact 
that litigation thereon attacking the taxpayer’s right to such income was 
pending and was not terminated until five years later. In so holding the 
Court, by Justice Brandeis, declared :? 


.. . If a taxpayer receives earnings under a claim of right and without 
restriction as to its disposition, he has received income which he is required 
to return [on his income tax return], even though it may still be claimed 
that he is not entitled to retain the money, and even though he may still be 
adjudged liable to restore its equivalent. .. . 


These words, repeated many times by many courts, have fathered a 
doctrine which has been the subject of a substantial amount of discussion.* 


Martin H. Wesster (B.S., California Institute of Technology; LL.B., Harvard School 
of Law) is a member of the California Bar. 

1286 U.S. 417 (1932). In an earlier case, Board v. Comm’r, 51 F.2d 73 (6th Cir. 1931), 
cert. denied, 284 U.S. 658 (1931), it was held that income was taxable in the year of 
receipt despite the fact that litigation was commenced in that year, contesting the tax- 
payer’s right to the money, and was not settled until seven years later. The Court predi- 
cated its decision upon the fact that the funds were received “under a claim of right.” 
This casual mention appears to have been the first time that the phrase was used in a 
tax case. 

2 American Oil Consolidated v. Burnet, supra note 1, at 424. 

3 See, ¢.g., Bierman and Helstein, Accounting For Prepaid Income and Estimated 
Expenses Under the Internal Revenue Code of 1954, 10 Tax L. Rev. 85-86, 114-116 
(1954) ; Holzman, Tax Classics, 30 Taxes 299 (1952); Note, 39 Carir. L. Rev. 447 
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The Supreme Court itself has had several occasions upon which to re- 
enunciate the doctrine. Thus, in United States v. Lewis,* a case involving 
the receipt by an employee of a bonus a portion of which he was forced 
to return in a subsequent year, the Court held that no adjustment could 
be made to the tax paid in the year of receipt. The Court relied on the 
principle that taxes must be paid on income received during an annual 
accounting period, and that the claim of right doctrine closed that period 
to any later adjustment. 

The latest pronouncement of the Supreme Court on the claim of right 
doctrine involved the following facts.° In 1945 X Corporation paid a 
$30,000 salary to A, who was an officer and stockholder, and A received 
and used this money as his own under a claim of right and without any 
apparent restriction as to its disposition. However, in a later year the 
Commissioner disallowed $10,000 of the salary as excessive, as a result 
of which a deficiency was assessed against X Corporation. X by that time 
was insolvent, and this fact prompted the Commissioner to seek to recover 
X’s taxes from A upon the theory that A’s receipt of the excessive salary 
in 1945 had imposed transferee liability on A. In 1947 A duly paid X's 
taxes. The question posed by the case was whether A was entitled to re- 
compute his taxes for 1945 on the theory that the repayment constituted 
a proper adjustment to that year or whether A was limited to a deduction 
in 1947 when the repayment was made. Declaring the claim of right 
doctrine to be “deeply rooted in the federal tax system,” the Supreme 
Court held that the year 1945 should be left intact, because A received 
the item in that year without restriction and under a claim of right, and 
that the only adjustment which could be made was as to the year 1947. 

This conclusion without question results in a “facilitation of the ad- 
ministration of the taxing statute,”® for all tax returns for a particular 
year are thereby limited to the facts of that year regardless of later 
developments showing such facts to be erroneous for one reason or an- 


(1951) ; Surrey and Warren, The Income Tax Project of the American Law Institute: 
Gross Income, Deductions, Accounting, Gains and Losses, Cancellation of Indebtedness, 
66 Harv. L. Rev. 798 (1953) ; Note, Mistake and the Claim of Right Doctrine, 46 Itt. L. 
Rev. 497 (1951-1952) ; Shepard, Contingencies Affecting Income in ProcEEDINGS oF NEW 
YorK University TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 571 (1952); 
Treusch, The Claim of Right Doctrine: Suggested Methods of Escape in Mistake Cases in 
PROCEEDINGS OF NEw YorK UNIVERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TION 1427 (1949) ; Rudick, Federal Income Taxation, 28 N.Y.U. L. Rev. 160 (1953) ; Note, 
Excessive Bonus Paid By Mistake—Effect of Repayment to Employer, 36 A.B.A.J. 776 
(1950) ; Comment, Taxing Unsettled Income: The Claim of Right Test, 58 Yate L.J. 955 
(1949) ; Mertens, Law or Feperat INCOME TAXATION §12.103 e¢ seq. 

4340 U.S. 590 (1951). 

5 Healy v. Comm’r, Hartfield v. Comm’r, Comm’r v. Smith (companion cases), 345 U.S. 
278 (1953). 
6 MERTENS, op. cit. supra note 3, §12.103 n. 74. 
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other. Any other result would force a reopening of the prior year for 
refund purposes, with obvious administrative difficulties attendant upon 
such a process. If the prior year is barred by the statute of limitations at 
the time the item of correction arises, the administrative problems would 
be made even more complex by any reopening of the earlier year * 

This rationale for the claim of right doctrine is in essence predicated 
upon the practical advisability of requiring taxpayers to account to their 
government on the basis of annual accounting periods.* This is a prin- 
ciple which has often been recognized by the Supreme Court. Thus, in 
Burnet v. Sanford & Brooks Co.® the Court declared: 


... A taxpayer may be in receipt of net income in one year and not in 
another. The net result of the two years, if combined in a single taxable period, 
might still be a loss; but it has never been supposed that that fact would 
relieve him from a tax on the first, or that it affords any reason for post- 
poning the assessment of a tax until the end of a lifetime, or for some other 
indefinite period, to ascertain more precisely whether the final outcome of 
the period, or of a given transaction, will be a gain or a loss... . 

... It is the essence of any system of taxation that it should produce revenue 
ascertainable, and payable to the government, at regular intervals. . . . 


The claim of right doctrine has not been without its vigorous critics’” 
and has been judicially termed a “harsh doctrine.”’"? Such severity actually 
does not stem from the requirement that the claim of right income be re- 
ported in the year of receipt, for this generally accords with sound defini- 
tions of gross income.” Rather, the harshness results principally from the 
refusal in the name of the claim of right doctrine to penetrate the annual 


7 See United States v. Lewis, supra note 4, at 592 n. 1: “It has been suggested that it 
would be more ‘equitable’ to reopen respondent’s 1944 tax return. While the suggestion 
might work to the advantage of this taxpayer, it could not be adopted as a general solution 
because, in many cases, the three-year statute of limitations would preclude recovery.” 
Yet cf. section 3801 of the 1939 Code and sections 1311-1314 of the 1954 Code. 

8 The claim of right doctrine is seen to involve the process of requiring the reporting of 
income, regardless of certain types of contingency attaching thereto. Its corollary, and 
one equally founded upon the sanctity of the annual accounting period, is the principle that 
liabilities which are contingent may not be deducted, regardless of the accounting method 
used. Dixie Pine Products Co. v. Comm’r, 320 U.S. 516 (1944) ; Brown v. Helvering, 291 
U.S. 193 (1934) ; National Beverage Laboratories, Inc. v. United States, 116 F.Supp. 724 
(Ct.Cl. 1953); Junior Toy Corp. v. United States, 116 F.Supp. 730 (Ct.Cl. 1953) ; 
MERTENS, OP. cit. supra note 3, §§12.61, 12.66, and 12.67. As hereafter noted, the claim of 
right doctrine has been subjected to severe criticism and comment, as has its corollary, 
i.e., the disallowance as a deduction of contingent liabilities. See, e.g., Gelfand, The “Dixie 
Pine” Muddle, 32 Taxes 629 (1954). 

9 282 U.S. 359, 364, 365 (1931). 

10 See, ¢.g., the authorities cited in MERTENS, op. cit. supra note 3, §12.103 n. 76. 

11 United States v. Merrill, 211 F.2d 297 (9th Cir. 1954). 

12 See Comment, supra note 3, at 967 n. 48. But cf. Bierman and Helstein, supra note 
3, at 85-86. 
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accounting barrier and to allow an adjustment to the earlier year of re- 
ceipt after the claim of right turns out in the later year to have been 
erroneously asserted. This inability to adjust the earlier year obviously 
results in hardship where the taxpayer’s tax bracket in the year of receipt 
is high and in the year of repayment low, for in such case adjustment to 
the year of repayment would not compensate the taxpayer adequately for 
the tax that he paid on the same item in the year of receipt. This would be 
particularly true where the taxpayer has insufficient income in the year 
of repayment against which to offset the deduction. Additional hardship 
comes from the fact that a taxpayer who pays his tax when due receives 
no interest thereon during the period of its use by the government, even 
though in a later year it is determined the tax should not have been paid. 

More fundamentally, these inequities are founded on an erroneous ex- 
tension of the claim of right doctrine. When that doctrine is merely used 
as a device to justify the requirement that an item shall be reported as 
income in the year of receipt despite the existence of certain types of con- 
tingencies, there is ample reason, administratively and otherwise, for its 
existence. When, on the other hand, the claim of right doctrine is used to 
justify and explain the requirement that the correction of that income item 
on the basis of later developed facts may not be made in the year of receipt, 
it is being conceptually confused with the annual accounting concept upon 
which it was largely founded. For, analytically, it has been the application 
of the latter concept and not of the claim of right doctrine which accounts 
for the requirement found in the cases that the correction be made only 
in the later year."* If this analysis had been uniformly applied throughout 
the history of the claim of right doctrine, it is believed that many severe 
decisions would have been avoided, for the entire approach of the cases 
would have been different. More importantly, it is believed also that the 
“corrective” legislation embodied in section 1341 would have taken differ- 
ent form. 

Such differences would have resulted from an acceptance of the con- 
clusion that an item previously reported as income was in fact, by reason 
of after-developed information, not income at all.’* It would then have 
been in order for the annual accounting principle, a mere administrative 
convenience, to have given way to an adjustment in the year in which the 
income item was originally reported. Moreover, any remedial legislation 
would, on this theory, not have tolerated any exception to a correction of 


138 See Comment, supra note 3, at 960, and Surrey and Warren, supra note 3n. 46. 
14 This is the “transactional” approach to income adjustments advocated by the American 
Law Institute. See Surrey and Warren, supra note 3. 
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the original year either through an election or failure to meet minimum 
monetary standards or otherwise. 

Justice Douglas epitomized these thoughts in his dissenting opinion in 
the Lewis case, wherein he argued that an adjustment to the original year 
of receipt would be proper :* 


... If the refund were allowed, the integrity of the taxable year would not 
be violated. The tax would be paid when due; but the government would 
not be permitted to maintain the unconscionable position that it can keep 
the tax after it is shown that payment was made on money which was not 
income to the taxpayer. 


How it occurred that the cases before the enactment of section 1341 and 
section 1341 itself have extended the claim of right doctrine to justify 
non-adjustment of the earlier year of receipt will be developed in the 
course of this article. Suffice it to say at this point that the inherent severity 
of the application of the claim of right doctrine in this manner gave rise 
to a tendency on the part of a number of tribunals to invent “exceptions” 
to this doctrine.*® 


15 United States v. Lewis, supra note 4, at 592; italics added. 

16 Thus, some courts chose to look at the prior year on the basis of after-discovered 
facts and to hold that no receipt of income under a clear claim of right occurred in the 
prior year. This was sometimes done on the basis of holding that the receipt of income 
was by “mistake.” Gargaro v. United States, 86 F.Supp. 840 (Ct.Cl. 1949) (on hearing 
after demurrer overruled in 73 F.Supp. 973 (1947); see Notes, 61 Harv. L. Rev. 710 
(1948) ); Greenwald v. United States, 57 F.Supp. 569 (Ct.Cl. 1944); United States v. 
Merrill, 211 F.2d 297 (9th Cir. 1954). See also Freuler v. Helvering, 291 U.S. 35 (1934), 
and Eakins v. United States, 36 F.2d 961 (E.D.N.Y. 1930). Cf. United States v. Lewis, 
supra note 4. Another device adopted by the courts was to declare that the recipient was 
a “constructive trustee” in the year of receipt and hence not taxable on the receipts of 
that year. Hall C. Smith, 11 T.C. 174 (1948), rev’d 345 U.S. 278 (1953) ; Knight News- 
papers, Inc. v. Comm’r, 143 F.2d 1007 (6th Cir. 1944); cf. St. Regis Paper Company v. 
Higgins, 157 F.2d 884 (2d Cir. 1946). Still another device was to consider that the recipient 
held the income item as “agent” for the rightful owner and should therefore not be taxed 
in the year of receipt. Comm’r v. Turney, 82 F.2d 661 and 82 F.2d 665 (5th Cir. 1936). 
It was held also, where funds were received in a given year and were earmarked for 
specific purposes, that a trust fund theory was used to avoid the tax in the year of receipt. 
The Seven-Up Company, 14 T.C. 965 (1950); cf. Krim-Ko Corp., 16 T.C. 31 (1951); 
see also Broadcast Measurement Bureau, Inc., 16 T.C. 988 (1951). Accounting reserves 
predicated upon a clearly established contingency have been held sufficient to remove 
taxability in the year of receipt. Veenstra & DeHaan Coal Co., 11 T.C. 964 (1948) ; Bates 
Motor Transport Lines, Inc., 17 T.C. 151 (1951), aff'd, 200 F.2d 20 (7th Cir. 1952); 
Mutual Telephone Co. v. United States, 204 F.2d 160 (9th Cir. 1953); see Boston Con- 
solidated Gas Co. v. Comm’r, 128 F.2d 473 (1st Cir. 1942). Cf. Wallace A. Moritz, 21 T.C. 
622 (1954); S. B. Heininger, 47 B.T.A. 95 (1942), rev’d on other issues, 133 F.2d 567 
(7th Cir. 1943), aff’d, 320 U.S. 467 (1943) ; Okonite Co., 4 T.C. 618 (1945), aff'd on other 
issues, 155 F.2d 248 (3d Cir. 1946). 
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THE LEGISLATIVE SOLUTION: SEcTION 13411* 


Section 1341 is intended to constitute corrective legislation.1* The sec- 
tion aims its relief at allowing the taxpayer, who has received claim of 
right income, to pay as his tax for the year of readjustment the lesser of 
(1) the tax for the year of readjustment computed after deducting the 
repayment or (2) the tax for such year without the deduction less a credit 
for the lesser tax he would have paid in the year of receipt had he excluded 
the claim of right item from income in that earlier year. This relief is thus 
intended to alleviate the hardship in the original year of receipt where, 
as we have seen, the impact of the claim of right doctrine as applied by 
the courts has been most acute. To the extent, however, that the relief is 
given as a credit in the current year for the tax reduction attributable 
to recomputation of the prior year, no recovery of interest on the tax 
money during the period of its use by the government is possible.’® 
Moreover, to the extent that the section allows an election as to the year 








17 Section 1341 reads: 

“Computation of tax where taxpayer restores substantial amount held under claim of 
right 

‘(a) General rule.—Ii— 

“(1) an item was included in gross income for a prior taxable year (or years) 
because it appeared that the taxpayer had an unrestricted right to such item; 

“(2) a deduction is allowable for the taxable year because it was established after 
the close of such prior taxable year (or years) that the taxpayer did not have an unre- 
stricted right to such item or to a portion of such item; and 

“(3) the amount of such deduction exceeds $3,000, then the tax imposed by this 
chapter for the taxable year shall be the lesser of the following: 

“(4) the tax for the taxable year computed with such deduction; or 

be (5) an amount equal to— 

“(A) the tax for the taxable year computed without such deductions, minus 

“(B) the decrease in tax under this chapter (or the corresponding provisions of 
prior revenue laws) for the prior taxable year (or years) which would result solely from 
the exclusion of such item (or portion thereof) from gross income for such prior taxable 
year (or years). For purposes of paragraph (5)(B), the corresponding provisions of the 
Internal Revenue Code of 1939 shall be chapter 1 of such code (other than subchapter E, 
relating to self-employment income). 

“(b) Special rules.— 

“(1) If the decrease in tax ascertained under subsection (a) (5) (B) exceeds the 
tax imposed by this chapter for the taxable year (computed without the deduction) such 
excess shall be considered to be a payment of tax on the last day prescribed by law for 
the payment of tax for the taxable year, and shall be refunded or credited in the same 
manner as if it were an overpayment for such taxable year. 

“(2) Subsection (a) does not apply to any deduction allowable with respect to an 
item which was included in gross income by reason of the sale or other disposition of stock 
in trade of the taxpayer (or other property of a kind which would properly have been 
included in the inventory of the taxpayer if on hand at the close of the prior taxable year) 
or property held by the taxpayer primarily for sale to customers in the ordinary course of 
his trade or business. This paragraph shall not apply if the deduction arises out of refunds 
or repayments made by a regulated public utility (as defined in section 1503(c) without 
regard to paragraph (2) thereof) if such refunds or repayments are required to be made 
by the government, political subdivision, agency, or instrumentality referred to in such 
section.” 

18 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 86 (1954) and Sen. Rep. No. 1622, 83d 
Cong., 2d Sess. 118 (1954) both declared: “In many instances of this nature, the deduction 
allowable in the later year does not compensate the taxpayer adequately for the tax paid 
in the earlier year.” 

19 Sce note 81 infra and related text. 
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with respect to which the correction shall be made, it departs from the con- 
ceptually acceptable approach that the item, though correctly reported as 
income in the year of receipt, did not in fact, by reason of later developed 
facts, represent income in that year. Such an approach, as we have seen, 
would have required an adjustment to the year of receipt in all cases and 
would not have tolerated an election on that score in any manner what- 
ever.” 

To determine how the section operates, we turn now to the specific 
provisions of section 1341. 


A. GENERAL REQUIREMENTS 

1. Meaning of “Appeared” as Used in Section 1341(a) (1) 

The section states as its first and jurisdictional requisite that an item 
be included in gross income because it “appeared that the taxpayer had an 
unrestricted right to such item.” The question immediately posed concerns 
the contextual meaning of the word “appeared.” Is the matter to be looked 
at from the specific standpoint of the taxpayer in the year of receipt, or is 
it to be looked at from the viewpoint of a “reasonable man” under the 
circumstances, regardless of the actual reason for the taxpayer’s inclusion 
of the item of income? No assistance in answering this question is found 
in the linking of the “appeared” clause in a causal way with the objective 
fact of inclusion of an item in gross income. 

The effect of the language under discussion is to establish a new set of 
criteria and a new definition of the circumstances making appropriate the 
application of the claim of right doctrine. It is submitted that this was un- 
necessary. It would have been more acceptable, at least from the stand- 
point of certainty, to have used the familiar doctrinal words “receipt under 
a claim of right and without restriction as to its disposition,’ for those 
words, as we have seen, have certainly had a long judicial history.** While, 
therefore, the statute could have used better defined terminology in this 
respect, it does seem likely that the judicial history surrounding the claim 
of right doctrine will ultimately engraft itself upon section 1341, so that 
in general the conditions precedent laid down by prior cases for the ap- 
plication of the prior doctrine will become the same conditions precedent 
necessary for the principles of section 1341 to become operative. Of 
course, this seems an inadequate explanation for a failure to use terms 
already endowed with reasonably definite meaning. 


20 Cf, A.B.A. Section oF TAXATION Report 56 (1953): “The trend of thinking is to 
open up the statute of limitations through the date of filing the return for the year in 
which the deduction becomes fixed in order to permit the taxpayer to obtain refund for the 
earlier year in which the income was received.” See also Comment, supra note 3, at 967. 

21In this connection, it should be noted that the words “claim of right” appear in the 
title of the section but are never used in the text itself. 
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However, the language of section 1341(a)(1) carries an additional 
objection. In the event an item is not included in income by a taxpayer 
on the premise that he does not have an “unrestricted right” to such item, 
it appears the Commissioner could be in a position to support a deficiency 
assessment on the theory that his view of the facts supported the conclu- 
sion that “it appeared the taxpayer had an unrestricted right” to the item. 
The taxpayer would apparently then have the usual burden of disproof. 
Such a possibility stemming from section 1341 is not too remote. When it 
is remembered that the claim of right doctrine under prior case law applied 
to the treatment of the item in the year of receipt as well as in the year 
of readjustment, it is not beyond reason to suspect that the Commis- 
sioner and some courts may read correspondingly broad coverage into 
section 1341. Such a result would, of course, mean that section 1341, in 
its efforts to give relief to taxpayers in the year of readjustment, has 
made them vulnerable to assault as to the year of receipt. This would be 
beyond anything experienced under prior case law. Under the latter, in- 
come was charged to a taxpayer where objective facts disclosed a “claim 
of right” and no “restrictions” as to disposition. These terms, as noted, 
have been construed often by the courts. Under section 1341, however, 
income may be charged to a taxpayer where it merely “appeared” that he 
had an “unrestricted right.”’ The possibility that these terms would be less 
rigorously construed is not at all remote. 

It is true that to apply a relief section in the manner here discussed 
would be somewhat inequitable. This, however, would appear to be a 
distinctly possible concomitant of using new terms in the statute to define 
old terms in the case law. 


2. Meaning of Certain Terms Used in Section 1341 (a) (2) 


a. Nature of deduction. The first question raised by the language of 
section 1341(a)(2) is whether it is attempting to declare that a deduc- 
tion shall exist in each and every case where the absence of an unrestricted 
right to a previously reported item is established in a subsequent year. 
If such is the intention of this section, it would in effect be creating a new 
deduction under section 1341 independent of any of the other deduction 
sections of the Code. This would constitute a substantial departure from 
prior law in this field as judicially defined. 

Under prior law, it is beyond question that there was considerable 
judicial language indicating that restoration of a claim of right item would 
automatically give rise to a deduction, but it is clear that such language 
was not supported by the cases. The first indication that a taxpayer would 
be entitled to a deduction at all for the amount of the readjustment in the 
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later year is to be found as obiter dictum in North American Oil Consoli- 
dated v. Burnet*® where the Court stated: 
. . If, in 1922, the government had prevailed, and the Company had been 


obliged to refund the profits received in 1917, it would have been entitled 
to a deduction from the profits of 1922, not from those of any earlier year... . 


Thereafter, in 1936, the Treasury Department in G.C.M. 167307? ruled 
that a taxpayer, who reported income in the year of receipt but who was 
later forced to refund on the theory of breach of fiduciary duty, was not 
entitled to a deduction or adjustment in the year of receipt but was en- 
titled to a deduction in the year of repayment.** Following this ruling, 
the Treasury has frequently conceded the propriety of the deduction in 
the year of readjustment,” and many courts have recognized the deduc- 
tion.” Moreover, the Committee Reports of both houses of Congress on 
H.R. 8300 contain the following language :** 

Under the present law if a taxpayer is obliged to repay amounts which 
he had received in a prior year, and included in income because it appeared 
that he had an unrestricted right to such amounts, he may take a deduction 
in the year of restitution... . 


While seldom clearly articulated, it is assumed that the theory of allow- 
ing the deduction in the year of readjustment was founded** upon con- 
sideration of the readjustment as a business expense under section 
23(a)(1) of the 1939 Code, as a loss incurred in a trade or business or 
in a transaction entered into for profit under section 23(e)(2) of that 
Code, or as an ordinary and necessary expense paid for the production or 
collection of income under section 23(a)(2) of the 1939 Code.”® This 
assumption is predicated upon the fact that, despite the broad language of 
some of the cases on this subject and despite the sweeping statements of 
the House and Senate Committee Reports in declaring that a deduction 


22 Supra note 1, at 424; italics added. 

23 XV-1 Cum. Butt. 179 (1936). 

24 This ruling modified G.C.M. 1582, VI-1 Cum. Butt. 171 (1927) and recommended 
that O.D. 825, 4 Cum. Burr. 95 (1921) and I.T. 1164, I-1 Cum. Butt. 17 (1922) be 
revoked, and that O.D. 1141, 5 Cum. Butt. 134 (1921) be modified. 

25 See, e.g., Healy v. Comm’r, supra note 5, and United States v. Lewis, supra note 4, in 
both of which cases the government conceded the propriety of the deduction in the year 
of readjustment on the authority of G.C.M. 16730, op. cit. supra note 23. 

26 Healy v. Comm’r, supra note 5; United States v. Lewis, supra note 4; Haberkorn v. 
United States, 173 F.2d 587 (6th Cir. 1949) ; Anderson v. Bowers, 170 F.2d 676 (4th Cir. 
1948), cert. denied, 337 U.S. 918 (1949). 

27 H.R. Rep. No. 1337, op. cit. supra note 18, at 86; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 118. 

28 See Note, Mistake and the Claim of Right Doctrine, 46 Itt. L. Rev. 500-504 (1951- 
1952). 

29 See Maurice P. O’Meara, 8 T.C. 622 (1947); William F. Davis, Je. 7 Tih. 
(1951) ; and Arrowsmith v. Comm’r, 344 U.S. 6 (1952). 
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would be allowed in the later year of readjustment, a deduction did not 
automatically lie under prior law in the year of readjustment but would 
be recognized only where it fitted into one of the established deduction 
sections above cited. 

Thus, for example, the cases, involving short-swing profits made by 
an insider and required to be refunded under the rules of the Securities 
and Exchange Commission, did not allow a deduction in the year of 
repayment because it was considered that the repayment was a penalty 
and therefore not deductible under either section 23(a)(1) or section 
23(e) of the 1939 Code.*° 

Likewise, in the case where an employee received an excessive salary 
in one year and in a later year returned a portion of the same, the Treasury 
ruled*' that the return was a “voluntary act” and was therefore to be 
considered a gift.” 

So too, in the situation where a dividend was declared in the mistaken 
belief that such a dividend was necessary to avoid the personal holding 
company surtax and in a later year the dividend was returned because it 
was determined or discovered that the personal holding company classi- 
fication had been in error, it is apparent that the return of the dividend 
was not a deductible event under the 1939 Code.** 








30 William F. Davis, supra note 29; William L. Dempsey, 10 TCM 936 (1951) ; see also 
Park & Tilford Distillers Corp. v. United States, 107 F.Supp. 941 (Ct.Cl. 1952), cert. 
denied, 345 U.S. 917 (1953). 

310.D. 1073, 5 Cum. Butt. 101 (1921). 

32 Cf. United States v. Lewis, supra note 4, where a portion of a bonus was required by 
later court decision to be refunded by the ‘employee; the government conceded that the 
amount refunded should be deducted “as a loss” in the year of return. Also cf. Appel v. 
United States, 100 F.Supp. 140 (E.D.Mo. 1951), where the deduction in the year of repay- 
ment was allowed the employee without discussion other than reference to the govern- 
ment’s concession on that score in the Lewis case. Yet section 22(n) (1) of the 1939 Code 
and section 62(1) of the 1954 Code clearly bar such loss as being incurred in a “trade or 
business,” leaving as the only possible rationale that these were losses incurred under 
section 23(a)(2) of the 1939 Code (section 212 of the 1954 Code) which relates to 
expenses incurred in the production or collection of income—a most anomalous conclusion. 

38 Sec Knight Newspapers, Inc. v. Comm’r, supra note 16, at 1010, where it was held 
that no income was realized in the prior year of receipt on the theory of hardship, injustice, 
and constructive trust. The Court stated that the great injustice resulted from the fact 
that in the year of dividend payment a surtax of 65 per cent to 75 per cent was involved 
and that “this cannot be recovered by a deduction for loss claimed in a subsequent year, 
since tax saving would then be limited by application only of the normal income tax rate.” 
(emphasis added) How the Court concluded that a loss would arise upon repayment of the 
dividend is not clear. That same Court, in Haberkorn v. United States, 173 F.2d 587, 590 
(6th Cir. 1949), apparently disclaimed any such conclusion by describing the Knight News- 
papers, Inc, case as one involving a “personal holding company surtax where an offsetting 
deduction in a later year was not provided for.” (emphasis added) In Crellin’s Estate v. 
Comm’r, 203 F.2d 812, 814 (9th Cir. 1953), where it was held that a voluntary repayment 
did not offset a dividend payment even though repaid in the very year of receipt, the Court 
in a footnote, referring to an involuntary repayment, stated: “When repayment and return 
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Similarly, it was held that the repayment of O.P.A. overcharges origi- 
nally reported as income*™* did not constitute a corresponding deduction 
from income.*° 

Here then are at least four types of cases—cases involving S.E.C. 
“‘kick-backs,” employee refunds, dividend repayments, and O.P.A. over- 
charge repayments—where the repayment of the claim of right item did 
not fit into any of the deduction sections of the 1939 Code. 

Translating this discussion over into the 1954 Code, we find that the 
comparable deduction sections*® would likewise not permit of a deduction 
in any of these four cases. These cases thus put our inquiry as to the 
scope of section 1341 to the acid test. Unless section 1341 was intended 
to create a new deduction arising solely out of the application of the 
section itself, a deduction would not be allowable under the 1954 Code 
any more than one was allowable by prior case law under the 1939 Code. 
Whether this result was contemplated by Congress is not at all clear.** 

Aside from the problems which may arise incident to the application of 
section 1341 in this regard, the mention and use of the term “deduction” 
in connection with the readjustment item raise questions of conceptual 
approach already discussed to some extent. The source of the “deduction” 
term and its specific application to the situations contemplated by the 
section have their origin in the Supreme Court dictum in the North Ameri- 
can Oil Consolidated ** case supra. The fact is that the Court in thai 
case was concerned solely with whether an item received in a particular 
year constituted income for that year even though it was subject to certain 
contingencies, and its language prescribing a “deduction” only in the 
year of adjustment was totally gratuitous. Particularly is this so, since 
the contingency was ultimately resolved in favor of the taxpayer, thus 
removing all possibility of a deduction even in the later year when the 
contingency was removed. 


of the dividend occur within the same taxable year, it is reasonable to view the transaction 
as involving no increment to gross income, rather than an increment to gross income plus 
a deduction.” See also cases cited infra note 44 and the related text. 

34 United States v. Currier Lumber Co., 70 F.Supp. 219 (D.Mass. 1947). 

35 Scioto Provision Co., 9 T.C. 439 (1947) ; Garibaldi & Cuneo, 9 T.C. 446 (1947). 

86 T.R.C. §§162(a) (1), 165 (c) (2), and 212. 

87 The American Bar Association Section of Taxation submitted a Statement and Sup- 
plemental Statement to the Senate Finance Committee at the time the latter was consider- 
ing H.R. 8300. At page 185 thereof a specific recommendation was made to clarify this 
question. The ambiguous phraseology of section 1341 suggests the possibility, undoubtedly 
not contemplated by Congress, that the Commissioner will seek to invoke the tax benefit 
rule before recognizing any deduction whatever stemming from the readjustment. Such 
an attempt was made, albeit unsuccessfully, in Maurice P. O’Meara, 8 T.C. 622 (1947), 
where the Commissioner sought to bar a deduction in the later year of repayment because 
the government had gotten no tax benefit out of the taxpayer’s prior inclusion of the item 


in income. 
388 Supra note 1 and sce note 22 supra and related text. 
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However, it is that Supreme Court language, reiterated throughout 
scores of cases, which explains the fact that the claim of right doctrine 
has been unwarrantedly and needlessly extended to encompass the manner 
in which the readjustment should be handled and, specifically, the “deduc- 
tion” of the readjustment. Section 1341 now preserves this approach in 
statutory form. 

b. Receipt and repayment within same year. It is abundantly clear 
that the provisions of section 1341 do not apply in the event than an item is 
received in one year and repaid within the same year. Section 1341(a) (1) 
requires that the item be included in gross income for a prior taxable 
year. Section 1341(a)(2) requires that the restriction on a taxpayer’s 
right to the item be established after the close of such prior year. 

The decision to limit the application of section 1341 in this manner 
is unfortunate. In thoses cases where the receipt and repayment occurred 
in the same tax year, the state of the prior law was extremely confused, 
and this chaotic condition will carry over under the new Code. 

A typical instance in which a receipt and return occurred within the 
same year was the case involving a salary readjustment. Most courts 
allowed an employee to include in gross income only the net amount 
received from his employer within a single taxable year, and this appeared 
to be the case regardless of the reason for the return by the employee 
of a portion of his salary within such year.*® There were, however, deci- 
sions which were to the contrary. In Leicht v. Commissioner*® voluntary 
refunds by an employee of salary and rents received by him within the 
same taxable year were held to constitute gifts and therefore not capable 
of being offset against salary payments previously received within that 
year. In so holding the Court stated :** 

. . it is not given to a taxpayer to lift the federal tax-hand from income, 
which he has once received in absolute right, by an attempt thereafter to 
alter its legal status through modification of the agreement out of which it 
arose. ... 


Single-year transactions were also involved in the dividend repayment 
cases, usually concerning personal holding companies. One such case was 
Crellin’s Estate v. Commissioner.” In that case a dividend had been 
declared on the advice of an accountant that such dividend was necessary 
in order to enable the corporation to avoid the personal holding company 
surtax. The recipient stockholders deposited the dividend in their separate 
bank accounts. Later, within the same year, the directors learned that the 


39H. B. Hill, 3 B.T.A. 761 (1926); Guy Fulton, 11 B.T.A. 641 (1928); Albert \W. 
Russel, 35 B.T.A. 602 (1937). Accord, I.T. 2743, XII-2 Cum. Butt. 103 (1933). 

40 137 F.2d 433 (8th Cir. 1943). 
41 Jd. at 435. 
42 203 F.2d 812 (9th Cir. 1953). 
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accountant was in error. They therefore rescinded the dividend declara- 
tion, and the stockholders returned the dividend money. Under this state 
of facts the Commissioner contended that the stockholders were taxable 
on the dividends in the year of receipt notwithstanding their repayment. 
The Tax Court affirmed the Commissioner,** and the Ninth Circuit 
Court agreed. In its opinion the latter Court considered the repayment 
a voluntary act which could not have the effect of “lifting the federal 
tax-hand” to suit the convenience of the taxpayers. 

Other cases** were in accord with the Crellin case. However, there was 
authority to the contrary, which held that dividend repayments within 
the year of receipt constituted an offset against the prior dividend 
received.** 

A third class of cases involving single-year transactions are the rent 
readjustment cases. These cases appear to have held that if the rent 
readjustment occurred within the year of payment, the repayment con- 
stituted an offset.*® While there does not appear to have been any conflict 
in the manner in which the cases treated this type of adjustment, it is 
clear that no coverage of the situation is provided by the present statute. 

A recent decision of the Ninth Circuit Court involved a fourth type of 
single-year transaction. In United States v. Merrill*" the taxpayer, by 
book entry, returned to an estate a portion of the executor’s fees paid him 
in that year. In this manner he sought to relieve himself from taxability 
on the amount so restored. The Court allowed the adjustment and in 
so doing stated :** 

. .. the mistake was discovered in the same year as the sum was received 
(1940) and appropriate adjustments were made in his own books and those 
of his wife’s estate in that year in recognition of the mistake. . . . We are 
not aware that the rule has ever been applied where, as here, in the same 
year that the funds are mistakenly received, the taxpayer discovers and admits 
the mistake, renounces his claim to the funds, and recognizes his obligation 
to repay them... . 


While the decision in the case was an admittedly fair one, it is not 
difficult to envisage another court in another jurisdiction arriving at a 


43 Estate of Lloyd E. Crellin, 17 T.C. 781 (1951). 

#4 George M. Hancock, 18 T.C. 210 (1952) ; United States v. Lesoine, 203 F.2d 123 (9th 
Cir. 1953) ; see also Barnhardt v. United States, 98 F.Supp. 552 (W.D.N.C. 1951), where, 
however, the decision is not clear whether the return of the dividends occurred in the year 
of receipt. 

45 See Penn v. Robertson, 115 F.2d 167 (4th Cir. 1940), where it should be noted the 
repayment was made in the face of a minority stockholder’s suit. 

46 Ruben Simon, 11 T.C. 227 (1948) ; Curran Realty Co., Inc., 15 T.C. 341 (1950). 

47 211 F.2d 297 (9th Cir. 1954). 

48 Td. at 303-304. 
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contrary result on the oft-applied principle of not allowing a taxpayer 
to “lift the federal tax-hand.’’*® 

Thus, here are four types of cases—the cases involving salary readjust- 
ments, dividend repayments, rent readjustments and commission adjust- 
ments—which were single-year transactions. The instances are not un- 
usual. The hardship to a taxpayer being denied the right to offset a 
repayment against a payment” is certainly no less severe where the trans- 
action occurs within the same taxable year as where different taxable 
years are involved. It is submitted, therefore, that statutory coverage 
should have been given the single-year transactions.’ It is true, of 
course, that appropriate limitations would have been in order to eliminate 
voluntary repayments serving tax-manipulation ends. But such limitations 
could readily have been achieved, for example, by requiring the original 
payment to have been made under a mistake of law or fact, or the repay- 
ment to have been required by reason of judicial, administrative, or other 
official determination. 

c. Voluntary repayments: meaning of word “established.” Section 
1341(a)(2), it will be recalled, requires that the absence of an unre- 
stricted right to an item of income be “established” after the close of 
the prior taxable year. The question immediately arises as to the meaning 
of the term “established.” Does the absence of an unrestricted right have 
to be “established” by court or administrative ruling, or will a voluntary 
rectification by the parties of a mistake of fact or law under which they 
operated at the time of payment suffice? Suppose that only one of the 
parties acted under a mistake of fact or law. Will the statutory require- 
ment be met where that party voluntarily readjusts when his error 
is discovered? And suppose there is no error of fact or law whatever but 
a voluntary agreement of the parties in a later year to restore the previous 
income item.®* Literally read, section 1341 should be available in such 
a case.®? Yet its application would extend to the general area within 
which prior case law has confined the claim of right doctrine. These are 
but some of the questions which arise through the use of the term “es- 


49 See, e.g., Leicht v. Comm’r, supra note 40. And see Baker, Income Tax Planning for 
Executors, 9 Tax L. Rev. 303 (1954). 

50 As, ¢.g., Crellin’s Estate v. Comm’r, supra note 42. 

51 At page 185 of the American Bar Association Section of Taxation Statement and 
Supplemental Statement to the Senate Finance Committee, a specific recommendation to 
include coverage of single-year transactions was made. 

52 As, e.g., a rent readjustment (supra note 46) and a salary readjustment (supra note 
39). 

53 When paragraphs (1) and (2) of section 1341(a) are read together, arguments may, 
of course, be advanced that voluntary agreements entered into after the close of a taxable 
year could never invoke the relief provisions of the section. Yet equally cogent reasons 
could be given to dispel such arguments. 
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tablished,” and it can readily be seen that litigation or legislation will be 
the only way in which clarification will be achieved. 

The Committee Reports furnish no real assistance. They do describe 
prior law as covering the cases where a taxpayer “is obliged to repay.””** 
Whether this is supposed to limit the operation of section 1341 to those 
cases involving establishment of an “obligation” to repay is an open ques- 
tion. Even if this should be the case, the question of the character of such 
an obligation arises. Thus, if a voluntary agreement to readjust, entered 
into by the parties in a subsequent year, should invoke section 1341, cer- 
tainly an “obligation to repay’ would stem from such agreement. Further- 
more, there is reason to doubt that the obligation, no matter how origi- 
nated, must be legally enforceable. 

Thus, in Lashells’ Estate v. Commissioner® the taxpayer overcharged 
a customer under an oral and legally unenforceable agreement to “kick 
back” the overcharge to the purchasing agent of the customer for procur- 
ing the business. The question was whether the overcharge constituted 
taxable income to the taxpayer. The Tax Court held® that the overcharge 
had been received by the taxpayer under claim of right and without re- 
striction as to disposition and held the taxpayer taxable thereon. The Sixth 
Circuit Court reversed the Tax Court stating :*” 

. . . Although there may have been no enforceable obligation on its part 
to pay them to Moon [the purchasing agent] after the collection by the 
company, nevertheless the evidence shows without question that such was 
the agreement and that the agreement was promptly carried out. The absence 
of an enforceable obligation to pay the money to someone else is only one of 
the two conditions necessary to constitute income. There must also exist 


a “claim of right” on the part of the taxpayer. The performance of the agree- 
ment, whether legally enforceable or not, negatives the “claim of right”. . . 


While in the Lashells’ Estate case the obligation to pay, although legally 
not enforceable, was “established” in the year of receipt so that under no 
circumstances could section 1341 have applied, it appears highly possible 
that section 1341 would be held applicable where a Lashells-type agree- 
ment is entered into in a year subsequent to the year of original receipt. 
Section 1341(a) (2) further requires that the absence of an unrestricted 
right be “established after the close of such prior taxable year.” This 
language is somewhat obscure. Let us suppose that it is “established” in 
one year that an item is to be restored, but that the item is not actually 
restored until the next year. Under the literal language of section 1341 


54 H.R. Rep. No. 1337, op. cit. supra note 18, at 86; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 118. 

55 208 F.2d 430 (6th Cir. 1953). 

56 R. W. Lashells’ Est., 11 TCM 274 (1952). 

57 Lashells’ Estate v. Comm’r, supra note 55, at 435. 
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(a) (2), it would appear that a cash basis taxpayer would somehow be 
entitled to a deduction in the earlier year, even though this would, of 
course, be contrary to the basic concepts of the cash basis system of 
reporting. It is suspected that the intention was to require restoration 
in the year in which the absence of an unrestricted right was established.** 
However, while the title of section 1341 states that it is intended to cover 
cases where the taxpayer “restores” a substantial amount, the text 
of the section is entirely silent as to any requirement whatever of 
actual restoration or repayment. Instead, section 1341 predicates a deduc- 
tion upon mere establishment of the absence of an unrestricted right to 
income, irrespective of payment. 


3. Items Involving $3,000 or Less 


lor allegedly “administrative reasons’ and for the further reason 
that precluding an adjustment to the earlier year’s income “is likely to 
have little, if any, tax advantage over taking a deduction in the year of 
restoration,”°® the House and Senate Committee reports agreed that if 
the item of deduction involved $3,000 or less, no option to readjust the 
prior year of receipt would be available. Accordingly, the relief accorded 
by the section is limited by subsection (a)(3) to cases where the deduc- 
tion is greater than $3,000. Aside from the conceptual manner in which 
the statute approaches the problem—a matter already treated—it is felt 
that the establishment of a minimum amount below which the section 
would not operate is unfortunate. First, the hypothesis that a taxpayer 
in an 80 per cent bracket in the year of receipt would find “little, if any, 
tax advantage” in an adjustment to that year as compared to a deduc- 
tion in the year of repayment when his tax bracket is 20 per cent, is 
somewhat unrealistic even where the amount involved is only $3,000. 
Second, a hiatus has been preserved by statute for the cases involving 
$3,000 or under. This hiatus forces taxpayers and their advisers to take 
into account the many uncertainties of the prior law, which have already 
been discussed. For example, as to items involving $3,000 or less, the 
question remains whether the restoration or repayment would automati- 
cally give rise to a deduction (under the North American Oil Consolidated 
dictum or the implications of section 1341), or whether a deduction 


58 According to H.R. Rep. No. 1337, op. cit. supra note 18, at A294, and Sen. Rep. No. 
1622, op. cit. supra note 18, at 451, “In the case of a cash-basis taxpayer, in order to be 
entitled to a deduction in the later year, the amount must be repaid.” This leaves open, 
as noted, the question whether the repayment must take place in the year the “obligation” 
to repay is “established.” The American Bar Association Section of Taxation Statement 
and Supplemental Statement to the Senate Finance Committee, at page 185, recommended 
that section 1341, as proposed, be clarified on this point. 

59 H.R. Rep. No. 1337, op. cit. supra note 18, at 86-87; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 118. 
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would lie only if it qualifies as such under other deduction sections of 
the Code. 


B. SpEcIAL RULES 


Section 1341(b) (2) specifies that the relief provisions of section 1341 
would not apply to deductions allowable with respect to an item included 
in gross income because of the sale or other disposition of stock in trade 
or property held primarily for sale in the ordinary course of business.® 
Both the House and Senate Committee Reports indicate that the reason 
for this limitation in the application of section 1341 is that returns of 
stock in trade or of property held primarily for sale, or refunds with 
respect thereto, may be adequately provided for by means of reserves for 
estimated expenses under section 462. 

While it may be that the coverage of section 462 goes far toward filling 
the void created by the limitations of section 1341, it is noteworthy that 
section 462 is expressly limited to accrual basis taxpayers.®* Cash basis 
taxpayers are thus completely ignored with regard to adjustments of 
stock in trade or other similar items. Moreover, section 462 requires an 
election in order that its benefits may be made available.** Furthermore, 
even as to an accrual basis taxpayer who makes an election, section 462 
would not cover deductions attributable to taxable years preceding the 
year of election.** Hence, a taxpayer who previously included an inventory 
transaction in income but who repaid the same in the year 1954, or in 
any later year, would not be aided by section 462 and would only be 
helped, if at all, by section 1341 which, as we have noted, has been ex- 
pressly made inapplicable to situations involving inventory or stock in 
trade. 

It is, of course, true that section 462 covers a considerable area for 
accrual basis taxpayers, for which section 1341 would not be needed. 
Thus, reserves for returns to dissatisfied customers,® reserves for deposit 
refunds,® reserves for profit on unreturned reels or similar containers, 


60 The only stated exception to this non-applicability of the section is the deduction aris- 
ing out of a refund or repayment made by a regulated public utility under government 
order. See Mutual Telephone Co. v. United States, 204 F.2d 160 (9th Cir. 1953). 

61 H.R. Rep. No. 1337, op. cit. supra note 18, at A294; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 118, 452. 

62 T.R.C. §462(c) (1). 

63 T.R.C. §462(c). 

647. R.C. §462(c) (3) (A) and (d) (2) (A). 

65 Wallace A. Moritz, 21 T.C. 622 (1954) ; S. B. Heininger, 47 B.T.A. 95 (1942), rev’d 
on other issues, 133 F.2d 567 (7th Cir. 1943), aff'd, 320 U.S. 467 (1943). 

66 Boston Consolidated Gas Co. v. Comm’r, 128 F.2d 473 (1st Cir. 1942). 

67 Okonite Co., 4 T.C. 618 (1945), aff'd on other issues, 155 F.2d 248 (3d Cir. 1946). 
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and other similar items,®* would reduce income under section 462, and 


the assistance of section 1341 would not be required. Furthermore, it 
would appear that in appropriate cases section 452, dealing with prepaid 
income items, may be of some assistance, albeit the Committee Reports 
are silent on its potential function at this point.®* That section, of course, 
is likewise limited to accrual basis taxpayers and also requires that an 
election be made. It may be noted that accrual basis taxpayers who furnish 
services and do not deal in inventory or stock in trade appear to be in 
the fortunate position of being able to take advantage of section 1341 as 
well as section 462 and section 452.” 

However, the reserve method of section 462 is limited to costs and 
expenses which are not of a contingent or contested nature and which 
possess reasonable certainty as to amount. As stated in the House and 
Senate Committee Reports :™ 

. . . Reserves created for general undertermined contingencies, indefinite 
possible future losses, expenses and losses not reasonably related to the 
taxable year, or for specific expenses and losses that are being contested 
or are in litigation, cannot ordinarily be estimated with reasonable accuracy 
and are not to be the basis for additions to reserves under this section. 


On the other hand, this is the area where the claim of right doctrine was 
first enunciated, for the North American Oil Consolidated case involved 
income which was received in a given year but was subject to litigation 
within that year of receipt.” It is to be recalled that the Supreme Court 
in that case recognized specifically the obligation of the taxpayer to include 
an item in income “even though jt may still be claimed that he is not 
entitled to retain the money, and even though he may still be adjudged 
liable to restore its equivalent.” Thus, it becomes apparent that the type 
of contingent liability which is virtually jurisdictional for the application 
of the claim of right doctrine is anathema to the application of section 
462. It follows that there will be at least some instances where section 
462 would not apply,” even though the Congressional intendment may 
well have been that it should. 


68 See Shepard, op. cit. supra note 3, at 577-579. 

69 For a brief discussion of the interplay of sections 1341, 462, and 452, see Bierman and 
Helstein, note 3 supra, at 114-116. 

7° Thus the taxpayers involved in the following cases should be aided under the 1954 
Code: Your Health Club, Inc., 4 T.C. 385 (1944) (health club services) ; South Tacoma 
Motor Co., 3 T.C. 411 (1944) (auto service contracts) ; National Airlines, Inc., 9 T.C. 159 
(1947) (transportation tickets) ; The Seven-Up Company, 14 T.C. 965 (1950) (advertis- 
ing services) ; Krim-Ko Corp., 16 T.C. 31 (1951) (advertising services). So too should 
the taxpayer in Brown v. Helvering, 291 U.S. 193 (1934) (insurance commission refunds). 

71 H.R. Rep. No. 1337, op. cit. supra note 18, at A163; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 307. 

72 North American Oil Consolidated v. Burnet, supra note 1. 
73 Accord, Bierman and Helstein, supra note 3, at 116. 
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In summary, section 1341 has created a vacuum as to inventory and 
stock in trade items, and it was intended that section 462 should fill that 
vacuum."* The above discussion should make clear that the capacity of 
section 462 to fulfill that mission is somewhat limited, and that there 
will be some taxpayers—certainly the cash basis taxpayers—who will be 
totally unassisted by either section 1341 or any other section as to trans- 
actions involving inventory and other similar items. 


C. ADDITIONAL MATTERS 


1. Problems of the Accrual Basis Taxpayer 
According to the House and Senate Committee Reports” a cash basis 
taxpayer must actually repay in order to be entitled to a deduction. Both 
Committee Reports, however, add as to accrual basis taxpayers :“ 


... if the item was accrued but never received, the section applies when the 
deduction accrues in the later year although there is, of course, no amount 
to be repaid. ... 


The Committees’ intentions are not clear on this point. While it is true 
that an item may properly be accrued as income even though not received, 
the essence of the accrual of a deduction is that there arise an obligation 
to repay. If no such obligation arises because there is nothing to repay, 
it is difficult to see how the deduction may be accrued. Admittedly, this 
may be picking at semantic bones, since both Committees probably intended 
to refer to the general process of debiting income (which would prob- 
ably be the more accurate accounting way to handle the transaction). The 
fact is, however, that the section itself and the Committee Reports do 
speak of a “deduction,” a term which, for other reasons” we have already 


noted, is unfortunate. 


2. The Arrowsmith Situation 


In Arrowsmith v. Commissioner™ a corporation liquidated at capital 
gains to its stockholders. In a later year transferee liability was asserted 
against the stockholders and duly paid by them. The Supreme Court held 
the stockholders entitled to a loss in the year of payment but limited the 
deduction to a capital loss because the prior gain reported was capital 


74 H.R. Rep. No. 1337, op. cit. supra note 18, at A294; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 118, 452. 

75 H.R. Rep. No. 1337, op. cit. supra note 18, at A294; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 451. 

76 H.R. Rep. No. 1337, op. cit. supra note 18, at A294; Sen. Ree. No. 1622, op. cit. supra 
note 18, at 451. 

77 See discussion supra under Nature of deduction, at pp. 388 et seq. 

78 344 U.S. 6 (1952). 
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gains. The Senate and House Committee Reports” make clear that sec- 
tion 1341 is intended to apply to the transferee liability situation covered 
by the Arrowsmith case. The deduction shall remain capital in nature 
and the taxpayer’s relief under section 1341 would come from using the 
same to reduce the capital gains tax paid in the original year of receipt. 
It is not believed that any problems will be encountered in the application 
of section 1341 to the Arrowsmith situation. 


3. Refund Situations 


It will be recalled that the basic pattern of relief afforded by section 
1341 is to allow a taxpayer to pay the lesser of two amounts, namely, the 
current year’s tax computed after deducting the repayment of the claim 
of right item or the current year’s tax without the deduction less the 
decrease in prior year’s tax due to excluding the claim of right item from 
income in that year. In the event that a taxpayer’s income in the year of 
repayment has decreased as compared to its amount in the year of receipt, 
it is apparent that cases are possible where the decrease in the prior year’s 
tax by excluding the item would exceed the current year’s tax without 
the deduction. In such a case the statute requires that this excess shall be 
refunded or credited to the taxpayer as if it constituted an overpayment 
for the current tax year.*° 

The effect of this provision is to aggravate the inequity implicit in 
the recomputation device of section 1341. We have heretofore observed 
that in the simple case where the recomputation called for by section 
1341(a)(5) is elected and produces a positive figure, interest is not 
awarded a taxpayer even though the government has had the use of his 
money.*! This inequity appears compounded® when such computation 
reveals that the government actually owes the taxpayer money from the 
prior year, and yet the statute forbids interest beyond the due date for 
filing the current year’s return.** 


4. Reopening of Prior Years 


It has been made abundantly plain by both the Senate and House Com- 
mittee Reports that if the original year of receipt is a closed year at the 
time of the section 1341 transaction, no items may be adjusted in that 
year except such items as are dependent upon the amount of the gross 


79 Sen. Rep. No. 1622, op. cit. supra note 18, at 452; H.R. Rep. No. 1337, op. cit. supra 
note 18, at A294. 

80 T.R.C. §1341(b) (1). 

81 Supra note 19. 

82 Accord, Bierman and Helstein, op. cit. supra note 3, at 116. 


83 [.R.C. §6611(b). 
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income, to wit, medical and charitable deductions.** It is not anticipated 
that any difficulty in this respect will be encountered in the computations 
called for by section 1341. 


5. Effective Date 


Section 1341 is effective for taxable years commencing after December 
31, 1953 and ending after August 16, 1954.% 


CONCLUSION 


In the contest between the government, on the one hand, seeking its 
tax at the earliest moment despite the existence of certain contingencies 
and the taxpayer, on the other, seeking to postpone the tax until the con- 
tingencies have been resolved, the claim of right doctrine serves the proper 
function of deciding the matter in favor of the prompt collection of the 
revenue. Despite some obscure language in section 1341, it would appear 
that this contest will be resolved in the same way under the 1954 Code. 
And in those cases where severe hardship would result, there will no 
doubt be decisions under the Code perpetuating the “exceptions” to the 
general rule which were devised by prior judicial fiat and which precluded 
any recognition of income in the year of receipt.*° The necessity of such 
a process will, as we have seen, sometimes be obviated through application 
of other relief provisions.** 

As indicated, however, it is not that problem which has been most 
troublesome but rather the question of how to handle the item of readjust- 
ment. The unfortunate dictum in the North American Oil Consolidated 
case, providing for a deduction in the year of readjustment and precluding 
adjustment of the year of original receipt, has been followed by the cases. 
While section 1341 does afford relief from this result in certain areas, the 
instances for its application and the areas in which it is intended to operate 
are in many respects either unwisely chosen or inadequately described. 
These defects were to a large extent pointed out to the Senate Finance 
Committee, and it is regrettable that more consideration was not given to 
recommendations made to that body. Moreover, section 1341 has adopted, 
by the terms used and the method by which relief is afforded, an approach 
which is conceptually focussed at all times on the theory of the North 
American Oil Consolidated dictum. It is submitted that a more uniform 
application of the relief intended would have been provided had the ap- 


84 Sen. Rep. No. 1622, op. cit. supra note 18, at 452; H.R. Rep. No. 1337, op. cit. supra 
note 18, at A294. 

85 T.R.C. §7851(a) (1). 

86 See cases cited supra note 16. 

87 T.R.C. §§452 and 462, discussed supra. 
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proach been to require an adjustment to the prior year of original receipt 
in all cases, not in terms of a “deduction” but in terms of an adjustment 
to an item which on the basis of facts—either later learned or later occur- 
ring—should not have been treated as income. Barred years could have 
been handled in the same way as other sections of the Code handle them.* 

If, however, matters of broad approach are now waters over the legis- 
lative dam, matters of clarity of scope and construction should not be. 
Section 1341 has itself created many problems of construction which it 
would appear can be solved only through tortuous litigation or through 
corrective legislation. It is hoped that the latter course will soon be 
adopted in order that the higher purposes for which section 1341 was 
intended may be more adequately fulfilled. 


88 F.g., I.R.C. §§1311-1314. It should be noted incidentally that section 1341 itself opens 
barred years for limited purposes (see note 83 supra and related text). 
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Addenda 


Dividends in Kind—the Thunderbolts and the New Look: A Post- 
script. In the November, 1954 issue of Tax Law Review,’ we discussed the 
decisions in Commissioner v. Godley’s Estate? and in Convmissioner v. Hirshon 
Trust.2 Both cases held that under the Internal Revenue Code of 1939 a 
dividend in kind was taxable to the full extent of its fair market value, even 
if only the amount of the adjusted basis of the property was covered by 
current and accumulated earnings and profits. We developed the thesis that 
those decisions were wrong even under the prior law and that a property 
distribution was taxable only if, and to the extent that, the market value 
thereof was covered by earnings and profits.‘ 

With respect to distributions (other than inventory assets) made on or 
after June 22, 1954, we stated flatly that the Internal Revenue Code of 1954 
had “abolished the rule of the Godley and Hirshon cases.’® Confident that 
the present Treasury Department would be guided by the legislative intent as 
clearly expressed in the Committee Reports,® we devoted only a footnote to 
demonstrating that the statutory language had been sufficiently altered to 
support such interpretation.* 

It must now be reported that as of the moment of this writing the matter 
has not after all been successfully set at rest by Congress. If the Treasury 
stands upon the tentative proposed Regulations announced on December 11, 
19548 and if Congress does not step in, there will be a new round of litigation 
to determine whether the rule of the Godley and Hirshon cases applies under 
the 1954 Code. 

Paragraphs (2) and (3) of section 1.316-1(a) of the proposed Regula- 
tions read as follows: 

§1.316-1 Dividends. (a) . 


(2) In determining w hether a distribution of property, other than money, 
constitutes a dividend, the fact that the earnings and profits of the distributing 


1 Mintz and Plumb, Dividends in Kind—The Thunderbolts and the New Look, 10 Tax 
L. Rev. 41 (1954). For another recent discussion, see Rubin, Tax Consequences of Divi- 
dends in Kind Since Godley, Hirshon and 1954 Code, 2 J. Taxation 7 (1955). 

2213 F.2d 529 (3d Cir. 1954), cert. denied, — U.S. — (1954). 

3213 F.2d 523 (2d Cir. 1954), cert. denied, — U.S. — (1954). 

4 Mintz and Plumb, supra note 1, at 56-65. 

5 Ibid. at 72. See also id. at 43. 

6 In a copyrighted interview in 1953, Commissioner of Internal Revenue T. Coleman 
Andrews was quoted as saying, in part: “One of the most serious complaints that we have 
been receiving has been that there is a lot of law in the regulations that Congress never 
contemplated. .. . We propose to identify, if possible, every such instance and correct it, 
and we certainly will not allow it to happen in the future. .. . The present Treasury group 
is as atixxious as we in the Bureau to see that the regulations conform to what has been 
contemplated by Congress.” U. S. News & World Report 28, 36 (May 8, 1953). 

7 Mintz.and Plumb, supra note 1, at 72 n. 154. 

819 Fen. Rec. 8237, 8253 (1954). 
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corporation are less than the amount of the distribution as determined under 
section 301(b) (the fair market value of the property in the case of an indi- 
vidual shareholder), is immaterial. 

(3) The rule of (2) above may be illustrated by the following example: 

Example. Corporation A, with earnings and profits of $10,000, distributes 
property with a basis of $7,500 and with a fair market value of $15,000 to 
an individual shareholder in a distribution to which section 301 applies. 
The amount taxable to the shareholder as a dividend under section 301 (c) 
is the entire fair market value of the property distributed. . . . 


That interpretation would apply the principle of the Godley and Hirshon cases 
under the new law. We submit, however, that if the prior law was as those 
decisions construed it to be, it was clearly changed by the 1954 Code and 
the proposed regulation is in error. 

The Godley and Hirshon decisions adopted as their first premise the view 
that upon a distribution in kind of appreciated property, only the adjusted 
basis of the property rather than its present value is charged to earnings and 
profits. That view has been confirmed and enacted into law as section 312(a) 
of the 1954 Code. However, the balance of the syllogism of the Godley and 
Hirshon cases rested on language that has been significantly modified in the 
1954 Code. In the cited cases, the Courts reasoned that a distribution was “out 
of” earnings and hence was a dividend to its full extent under section 115(a) 
of the 1939 Code, if the adjusted basis of the property was covered by earn- 
ings and profits. Having thus established that the distribution was wholly a 
dividend, the Courts then held that the amount taxable as ordinary income 
was fixed by section 115(j) and based on present value without further 
reference to earnings and profits. 

Under the 1954 Code the word “distribution” is not left to judicial or 
administrative construction but has become a defined term; and the “value” 
provision formerly found in section 115(j) has become a part of that definition. 
Under section 301(c)(1) of the 1954 Code “That portion of the distribution 
which is a dividend (as defined in section 316)... .” is taxable. The starting 
point in determining what is subject to dividend tax is now the definition 
of a distribution.® The “amount of any distribution” is declared to be “the 
amount of money received, plus the fair market value of the other property 
received.” Section 301(c) then directs us to section 316 to determine what 
portion thereof is a dividend. Section 316(a) defines a dividend as “any dis- 
tribution . . . out of its earnings and profits. . . .” Thus, the fair :narket 
value, i.e., the distribution, as defined, must be “out of” earnings and profits.’° 


9T.R.C. §301(b)(1)(A) (1954). This provision relates to individual distributees. 
Corporate distributees are not affected under the 1954 Code by the Godley and Hirshon 
problem. Mintz and Plumb, supra note 1, at 74-77. 

10 It is recognized that section 301(b)(1) defines the “distribution” only “for purposes 
of this section,” and the argument may be made that “distribution” could have a different 
meaning in section 316(a). Section 316(a), however, is not an operative taxing provision; 
it merely defines a “dividend,” which is then taxed in the manner specified in section 301, 
the operative provision in which such definition is incorporated by reference. The use of 
the word “distribution” in such definition of a dividend is thus a use thereof “for purposes 
of” section 301. 





— At -— 2+ @«& ef Fe Ff 





wr 


1955] ADDENDA 407 


In contrast, under the prior law, with distribution undefined, it was possible 
for the Courts to argue that the distribution (which must be “out of” earnings ) 
was the amount of the adjusted basis; and it was only after the distribution 
was thus established to be a “dividend” that the problem of valuing the 
dividend was reached. 

It may be suggested that the change in statutory language is too subtle to 
evidence an intended change in meaning. If it is subtle, so also is the reasoning 
by which the Second and Third Circuit Courts construed the prior law, and 
the removal of the flimsy support upon which such reasoning rested destroys 
the argument. Futhermore, while Congress expressed a “hands off’’ policy 
with respect to the interpretation of prior law," the Committee Reports leave 
no doubt that Congress intended, whatever the rule for the past, that the 
value of a distribution in kind in excess of earnings and profits should not 
thereafter be taxed as a dividend.’ 

Apparently, however, the proposed regulation is based upon the view that 
the language of the statute has not been materially changed from that con- 
strued in the Godley and Hirshon decisions and that it takes more than a 
Committee Report to amend the law. Let us assume for the sake of argument 
(and contrary to what has been shown above) that the language of the new 
law is not materially different from the old. It is, of course, an accepted 
principle that when statutory language “had acquired, through judicial inter- 
pretation, a well understood legislative meaning,” it will be presumed that 
Congress adopted that meaning when it reenacted the same or similar lan- 
guage.'* However, in the light of the long history of litigation on the subject, 


11 SEN. Rep. No. 1622, 83d Cong., 2d Sess. 248 (1954). This was consistent with its 
policy of admitting no retroactive legislation into the 1954 Code. 

12 The example given in H.R. Rep. No. 1337, 83d Cong., 2d Sess. A94 (1954), which was 
submitted prior to the Godley and Hirshon decisions, clearly evidences the Ways and 
Means Committee’s understanding of the effect of what it was enacting. It is substantially 
incorporated in the final provisions. It referred to the distribution by a corporation, with 
earnings of $120, of property having an adjusted basis of $100 and a fair market value 
of $150. The taxable dividend in the case of an individual recipient, said the Com- 
mittee, would be only $120. Under the rule of the prior law, as declared in Godley and 
Hirshon and under the proposed regulation, the taxable dividend would be $150. The 
Godley and Hirshon cases were decided before the Senate Finance Committee reported 
the bill. In its Report (Sen. Rep. No. 1622, 83d Cong., 2d Sess. 248 (1954) ) the example 
differed from that in the House Committee Report only in figures, not in principle. Where 
property having a cost of $50 and a value of $100 is distributed by a corporation with earn- 
ings of $75, the taxable dividend would be $75. Under Godley and Hirshon and under the 
proposed regulation, the taxable dividend would be $100. 

The Senate Finance Committee was fully cognizant of the Godley and Hirshon cases 
and noted that the rule declared by it for the future was contrary to the rule of those deci- 
sions. Although the discussion occurred in connection with section 312 rather than with 
respect to section 301 or section 316, on which the proposed regulation relies, it was clearly 
the interaction of the three sections that the Committee took into account in stating the 
effect of the examples. It should not be presumed that in discussing section 312 the Com- 
mittee would state a conclusion inconsistent with the intended effect of other interrelated 
provisions. 


18 The Abbotsford, 98 U.S. 440 (1879). 
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the general trend of earlier decisions which were contrary at least in result, 


and the novelty of the theory adopted, it cannot be contended that Godley and é 
Hirshon, whether right or wrong, “approach the dignity of a well settled ‘ 
interpretation.’’!* t 

Furthermore, the “reenactment” principle yields to evidence that Congress ; 
did not intend to adopt the judicial construction of the language.1® The power F 


of Congress to interpret its own laws with respect to past transactions is 
limited by the restrictions on its power to legislate retroactively.1* For the 
future, however, within constitutional limits, the power of Congress is plenary. 
It can enact a new rule for the future, or it can accomplish the same result 
by declaring that existing legislation shall be construed in a certain way. 
Whether that legislative construction is right or wrong as respects past trans- 
actions, it becomes the meaning of the former legislative language for the 
future.!* 

Congress has unequivocally declared the construction which it intended 
both by the Committee Reports and enactment of the law with the full 
knowledge of the decision. The history of court decisions in the field is ample 
evidence that the statutory language is not so plain and unambiguous as to 
preclude resort to legislative history to aid in its interpretation.1* Even if 
Congress had not changed a comma in the old provisions, such a declaration | 
by the Committees would be highly persuasive as to the meaning of the law | 
for the future and would negative any inferences which might be drawn from 
the reenactment of the old language. If it is believed that Congress, in 
perhaps failing fully to understand the reasoning of Godley and Hirshon, 
was unsuccessful in removing from the law all the semantic ingredients on 
which those decisions were based, nevertheless the clearly expressed intention 
of Congress should be given effect." To take the contrary view is to say 
to Congress, “We see what you are driving at, but you have not said it, 
and therefore we shall go on as before.”?° 

There is further evidence on the face of the statute itself that Congress did 
not intend the rule of the Godley and Hirshon cases to apply generally for 
the future. In section 312(b) Congress went to some pains to establish a 
plan for the taxation of distributions of so-called “inventory assets.”! It is 
provided that the appreciation (excess of value over adjusted basis) of such 
assets shall be added to earnings and profits when such assets are distributed, 


14 See United States v. Raynor, 302 U.S. 540, 552 (1938). 
15 The statements of the rule are qualified by phrases like “unless the contrary is in some 
way made to appear.” The Abbotsford, supra note 13; Central Paper Co. v. Southwick, 56 
F.2d 593, 596 (6th Cir. 1932). 
16 In this instance it no doubt had the power but chose not to legislate with respect to 
past years. 
17 United States v. Stafoff, 260 U.S. 477, 480 (1923) ; Postmaster General v. Early, 12 
Wheat. 136, 148 (1827) ; Stockdale v. Atlantic Insurance Co., 20 Wall. 323 (1874). 
18 Cf, Harrison v. Northern Trust Co., 317 U.S. 476, 479 (1943). 
19 Kelm v. Chicago, St. P., M. & O. Ry., 206 F.2d 831, 834-5 (8th Cir. 1953). 
20 Johnson v. United States, 163 Fed. 30, 32 (1st Cir. 1908). 
21 See Mintz and Plumb, supra note 1, at 70-72. 
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and the fair market value shall then be charged to earnings. The effect is 
to assure, except where there is a current deficit from operations, that there 
will be enough earnings to make at least the amount of the appreciation a 
taxable dividend. Although the mechanics are different, the practical effect is 
in general to apply the rule of the Godley and Hirshon cases to “inventory” 
distributions. 

When the proposed Regulations extend the principle of the Godley and 
Hirshon cases even to non-inventory distributions, they nullify the carefully 
drawn statutory distinction. To illustrate the point, let us assume a distribu- 
tion of property with a value of $100 and an adjusted basis of $50 by a 
corporation with earnings of $75. If the property is “inventory,” section 312(b) 
adds the $50 appreciation to earnings, making $125, and the entire $100 
distribution is taxable because earnings are sufficient. Earnings are then 
charged with the market value, $100, reducing their amount to $25. If the 
property is not “inventory,” no addition to earnings is provided, but the 
above quoted section of the proposed Regulations declares the full value of 
the distribution to be taxable and deems the inadequacy of earnings to be 
“immaterial.” Therefore, $100 is taxed and earnings are charged under sec- 
tion 312(a) with $50, reducing earnings to $25. The taxable amount and 
the net effect on earnings are identical in either case. The addition to and 
immediate reduction of earnings by the amount of the appreciation in the 
case of “inventory” is a vain act if the amount of earnings is immaterial in 
determining the stockholder’s taxability on the appreciation, as the proposed 
section declares. 

It should not be presumed that Congress incoporated in the law a meaning- 
less or superfluous provision. If at all possible, the law should be construed 
to give meaning and effect to every provision.*” Therefore, even if the general 
language of sections 301 and 316 were deemed broad enough to support the 
Godley and Hirshon result as applied to inventory and non-inventory alike, 
such general language should yield to the special provision in section 312(b) 
which clearly contemplates a distinction between them.?* To construe the 
statute as reaffirming the principle of the Godley and Hirshon cases would 
prevent section 312(b) “from having any effect or application in any circum- 
stances we can think of.”*4 


22 Washington Market Co. v. Hoffman, 101 U.S. 112, 115 (1879) ; Technicolor Motion 
Picture Corp. v. Westover, 202 F.2d 224, 228 (9th Cir. 1953) ; American Bosch Magneto 
Corp. v. United States, 6 F.Supp. 455, 458 (Ct.Cl. 1934). 

23 Cf. Ginsberg & Sons v. Popkin, 285 U.S. 204, 208 (1932) ; Hurley v. United States, 
192 F.2d 297 (4th Cir. 1951). 

24 Abbot v. Bralove, 176 F.2d 64, 65-66 (D.C. Cir. 1949). To be completely fair about it, 
the distinction between inventory and non-inventory distributions is not wholly obliterated, 
for in certain circumstances section 312(b) and the proposed regulation, which is not con- 
fined to non-inventory distributions, may have a cumulative effect. Suppose a corporation 
with $1 of earnings distributes inventory with a cost of $50 and a value of $100. Under even 
the most extreme application of Godley and Hirshon which the Service has heretofore ad- 
vanced (see Mintz and Plumb, supra note 1, at 62-65), prior law would credit the stock- 
holder with a $49 return of capital and only $51 would be taxed; the proposed regulation 
under present law would apparently still give such treatment to a nén-inventory distribu- 











410 TAX LAW REVIEW 


Finally, the suggestion may be made that the new law reaches an unreason- 
able result if construed as we contend. The rule of section 312(a), which 
charges earnings only with the adjusted basis of distributed non-inventory 
property, admittedly does not harmonize well with the view that only so 
much of the value of the property as is covered by earnings is taxable. In 
certain circumstances, the result of such a combination of rules would be 
differences in the amount taxable, depending on the sequence of distributions 
of cash and property.?° The rule of statutory construction which presumes 
against an “unreasonable result” is, however, merely a rule of intention. 
Congress is the final judge of the effects it desires to achieve, and when it 
has clearly indicated the result intended, it is not for the administrators, or 
even for the courts, to reject it as “unreasonable.”*¢ 

It is most unfortunate that despite its declared allegiance to the will of 
Congress, the Treasury has seen fit to attempt to alter the law by regulation 
and thus to prolong the two decades of ferment and litigation which Congress 
thought it had set at rest. The ultimate remedy for the situation may have to 
be achieved by litigation or by further legislation; but it might best be 
brought about by a display of administrative self-restraint. 

—Seymour S. Mintz* 
—WrrtiaM T. Pius, JR.** 


tion. But in the case of an inventory distribution, section 312(b) would first increase earn- 
ings by the $50 appreciation, resulting in earnings of $51; then, since cost is covered by 
earnings, the rule of the Godley and Hirshon cases as adopted in the proposed regulation 
would tax the entire $100 distribution despite the clear impairment of capital. Since section 
312(b) (1) (B) (ii) limits the charge to earnings to $51, the capital impairment would not 
even result in a deficit which could be made up out of future earnings. Thus, section 
312(b) may still have a real meaning—not exactly the meaning Congress said it intended, 
and not a particularly reasonable or equitable one, but at least a meaning. 

25 See Mintz and Plumb, supra note 1, at 73. 

26 Cf. Helvering v. Sabine Transportation Co., 318 U.S. 306, 311 (1943); Echols v. 
Comm’r, 61 F.2d 191, 192 (8th Cir. 1932). 
* Member of the District of Columbia Bar. 
** Member of the District of Columbia and New York Bars. 
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Book Reviews 


TAXATION IN THE Unitep States. By RANDOLPH E. Pavt. Little, Brown & 
Company, Boston, Mass., 1954. Pp. 830. $15.00. 


“In Radbruch’s formulation, its [legal theory] task is ‘the clarifica- 
tion of legal values and postulates up to their ultimate philosophical 
foundations, ”} 


Most students of taxation would probably agree that legal theory has a 
weighty task to perform at mid-century in clarifying the values that press for 
attention in the taxation process of a democratic order, but fundamental to 
a clarification of values is knowledge—in particular, knowledge of the psycho- 
logical, political, economic, and social forces that underlie our present tax 
policies. Few have been so articulate as Randolph Paul in pointing up the 
areas where our knowledge is limited. Taxation in the United States is a 
history of federal taxation from colonial times to the mid-twentieth century. 
But it is more. It is a bill of particulars of an indictment charging those 
shaping and making tax policy with no small amount of delinquency in exer- 
cising judgments founded upon little or no knowledge of the underlying socio- 
economic forces. It is the purpose of this comment and review to single out 
some of the areas where Paul has indicated that our knowledge is limited, to 
the end that policies made will be recognized for what they are: experiments 
In the light of Paul’s study four broad areas will be examined: (1) tax theory ; 
(2) the taxing process; (3) tax capacity; and (4) taxpayer morale. 


I. Tax THEORY 


A. RELATION TO DEMOCRATIC VALUES 


A good amount of intellectual energy has been expended by students of 
taxation in attempts to justify progressive taxation. Paul points out the 
antiquity of the notion of progressive taxation as expressive of the principle 
of ability to pay? and at the same time the inability of its proponents to make 
themselves articulate with a satisfacory supporting theory.* Therefore, if 
“progressive taxation has become a fixed political reality in American political 
life,” this area of tax theory must be counted as one of the many where our 


1 FRIEDMANN, LEGAL THEorY 3 (3d ed. 1953). 

2“Nearly 3,000 years previously the Indian sage, Manu, had said: ‘To make the burden 
of taxes equal .. . is not effected by a mere numerical proportion. The man who is taxed 
to the amount of one-tenth . . . of an income of 100 rupees per annum, is taxed far more 
severely than the man who is taxed an equal proportion of an income of 1,000 rupees, and 
to a prodigious bigness more severely than the man who is taxed an equal proportion of 
10,000 rupees per annum.’ .. .” Pau, TAXATION IN THE UNITED States 715 (1954). Here- 
inafter all page references are to the principal work unless otherwise indicated. 

3714-764. Paul concludes that none of the objections to progressive taxation that he out- 
lines “seriously wounds the case for progression. Nor does any one argument, standing by 
itself clearly establish a full case for progression in income, estate and gift taxation.” (755) 
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knowledge is greatly limited. Although “it may even be impossible fully to 
articulate the case for progression,” only a defeatist attitude would call for 
a cessation of efforts along this line. The development of an acceptable theory 
following upon the heels of a political reality is not so unusual a phenomenon 
as to justify the conclusion that progressive taxation is based on “hunch” 
or majority viciousness. 

Perhaps one of the difficulties in the satisfactory development of an accept- 
able, or at least a logical, tax theory is the failure of the theorists to relate 
the desideratum of tax law and the taxing process to the democratic values 
of a modern economy. This leads, of course, to legal theory and its function 
“in Radbruch’s formulation” of clarifying these values. The importance of 
a tax theory founded upon democratic values and made articulate by legal 
theory is illustrated by the many policy conflicts discussed by Paul in his 
book at various places relating to the purpose of taxation simply as a technique 
for raising revenue equitably or functioning also as an instrument of social 
control.* This conflict takes many forms, but the adherents of the two camps 
both start with what seem to be sound premises. 

The proponents of the neutrality doctrine, while not denying the necessity 
of considering the impact on the economy in the making of tax policy, contend 
“that taxes deal with results rather than causes and that it is a crude, meat- 
axe method of social and economic control which cannot be used with nice 
discrimination and may result in much uncontemplated harm.’ But, as Paul 
has pointed out, “all objections to the use of taxation as an instrument of 
social and economic control ignore the forceful lessons of history.” Paul 
takes his stand with those who would “look at taxes in a more positive way 
as an instrument of social and economic control wholly apart from their 
fiscal aspects, making revenue yield only a part of a multiple design.” Thus 
functioning taxes “reach the higher level of operation as instruments of 
human welfare.” However sharp the conflict at some levels, it is self-evident 
that but few would make no exceptions to taxes functioning for revenue 
purposes only. Thus it would seem that however one may be characterized, 
there is at least a common interest in the more fundamental problems of relat- 
ing fiscal measures to democratic values. 

The failure to appraise fiscal measures in the light of accepted democratic 
values has not only obscured the issues and rendered progress difficult but 
in so doing has created many an impasse at the policymaking level. An apt 
illustration is the highly controversial area of governmental economic plan- 
ning. This seeming dilemma—orderly progress dependent upon a planned 
economy—illustrates the need for more articulate economic and political 


4 The book explicitly devotes two sections to this conflict: Taxation for Purposes Beyond 
the Revenue (643-655) and Taxes as an Instrument of Economic Control (685-694). 
However, facets of the conflict are discussed in a number of other places. Perhaps most 
students of fiscal theory would divide “Gaul” into two major parts—the orthodox and the 
functional—the former today viewing the purpose of taxation as being limited to the raising 
of revenue in a non-inflationary manner. 

5 643. 
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premises upon which to base fiscal measures as one of many possible control 
techniques. It deserves separate attention. 


B. GOVERNMENTAL Economic PLANNING 

Paul points out, “The obligation of the government to direct fiscal and 
monetary policy in such a way as to help the economy is now widely recog- 
nized.”® However, it is axiomatic that there is no widespread acceptance of 
techniques or means to be used in securing a stable economy. Government 
planning to date has been generally of a reparative nature—attempts to cure 
recognized existing economic ills.‘ Paul and others have long pleaded for 
intelligent economic planning notwithstanding that specific “appraisal is beyond 
the realm of positive knowledge.” 

No small amount of the fears of, and criticisms directed at, economic plan- 
ning stems from a general failure to make articulate the democratic values 
at stake. Many of the expressed fears—such as associating planning in gen- 
eral and progressive tax theories in particular with Marxism—can often be 
discounted as little more than current political opportunism. Notwithstanding, 
there is too often a core of genuineness in such arguments from influential 
quarters to justify ignoring them. The emotionalism involved cannot be com- 
pletely discounted, and sheer logic often proves impotent in refutation. What 
would seem to be more effective is widespread understanding of the relation- 
ship of planning policies to the democratic values at issue. The values that 
may be involved in any particular policy issue—for example, freedom of 
enterprise and employment security—must be recognized and weighed by 
those influencing policy. 

Assuming that partisan self-interest and bias can be recognized and dis- 
counted, the policymakers’ task is indeed a weighty one. But there are 
some encouraging signs. Paul, for example, pays considerable attention to 
the scope of the acceptance of the “new’’ Keynesian economics and the general 
acceptance of income taxation as a counter-cyclical fiscal measure. But he also 
points up the general reluctance of Congress, notwithstanding the lessons of 
the 1930’s and 1940’s, to accept fully the responsibility of planning with posi- 
tive, explicit programs.® 

Undoubtedly many factors contribute to Congressional hesitancy with regard 
to national economic planning, including explicit monetary and fiscal plans. 


6 451. 

7“Our revenue system is, therefore, to a marked degree the product of a long series of 
snap judgments.” (686). 

8 Paul notes, however, a most encouraging policy declaration in the Employment Act of 
1946 which declares it to be “the responsibility of the Federal government: ‘to use all 
practicable means consistent with its needs and obligations and other essential considera- 
tions of national policy, with the assistance and cooperation of industry, agriculture, labor, 
and state and local governments, to coordinate and utilize all its plans, functions, and 
resources for the purpose of creating and maintaining in a manner calculated to foster 
and promote free competitive enterprise and the general welfare, conditions under which 
there will be afforded useful employmnt opportunities, including self-employment, for those 
able, willing and seeking to work, and to promote maximum employment, production and 


purchasing power.” (449). 
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But it would seem that this hesitancy could be attributed in part to a general 
failure to relate planning to recognized democratic values. This, of course, 
requires knowledge of the impact of alternative policies on the economy and 
on various economic groups as well as a general willingness to experiment 
where knowledge is limited.® 

This then, it is suggested, could be said to be the task of tax theory: 
articulation of tax planning policies in the light of recognized democratic 
values. Perhaps thus approached, many of the existing fears of planning will 
vanish, and the way will be clear for the making of policy judgments based 
on available knowledge of the socio-economic forces demanding attention.’ 


Il. THe Taxinc Process 


Supposedly, one of the most marked contrasts in the federal taxing process 
is the little knowledge extant concerning pressure groups, on the one hand, 
and the goals attained and progress that has been made with respect to the 
technical process, on the other. The purpose of this section is to examine 
generally the myth of this contrast and to point up broadly the limitations on 
our knowledge in both areas. 


A. PRESSURE GROUPS 


The parlimentary nature of the federal taxing power is a widely accepted 
tenet of federal taxation. Few would suggest the imposition of stricter judicial 
limitations at mid-twentieth century. Nor is this to be characterized as ju- 
dicial abdication. Congress, most would concede, is the most responsive 
instrument in a democratic order. But in focusing attention on Congress, many 
serious students of taxation would agree with Roy Blough’s explicit conclu- 
sion “that general public interests are not adequately represented in the pres- 
sures that are brought to bear by taxpayer groups on Congress.”’4 

Paul does not treat the subject of pressure groups separately. However, he 
does call attention to this area by indirection. For example, in connection 
with the many efforts to eliminate the exemption accorded income from state 
and municipal securities he notes, “The continuation of the exemption to 
this day has been not a matter of principle, but of politics, plus the efforts of 
one of the most powerful lobbies that ever operated in Washington. . . .”!” 
He also relates the success of this group in holding the line during the 
progress of the 1942 Revenue Act at a time when the tide of World War II 


9 “Almost every day we have to stake our future upon some prophecy based upon imper- 
fect knowledge; it is the very incompleteness of our knowledge which makes it necessary 
to plan for every possible contingency. ...” (452). 

10 On a broader plane Professor Friedmann has said, “It can therefore be confidently 
asserted that the development of a planned society does demand a reconsideration of the 
adjustment between private rights and public means, but that does not mean the necessary 
elimination of fundamental democratic values and with it of the rule of law.” FrizepMANN, 
op. cit. supra note 1, at 509. 

11 Broucn, THE FepeRAL TAXING Process 41 (1952). 
12 236. 
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was still running against the Allies. And the attention he devotes to the legis- 
lative history of the various revenue acts is a study of the parade of special 
interests appearing at the various committee hearings.’* Pressure group efforts 
in a large measure could be said to run in direct proportion to the multitude 
of relief provisions embraced within the Internal Revenue Code. And only 
rarely does a pressure group address itself to an over-all tax program.’ 

Broadly, the public interests in the taxing process seem to be effectively 
represented by a very limited group of Congressmen (mostly members of the 
Ways and Means Committee and the Senate Finance Committee) and the 
Treasury. Therefore, the probiem of more effective public representation is 
particularly acute if we are to honor majority rule in its observance rather 
than in its breach. 

The broad values demanding attention seem clear enough: majority rule 
and the right of petition. But while there may be some evidence of inadequate 
public representation, our knowledge of the workings and techniques of the 
various pressure groups seems to be woefully wanting. At least this is true 
from the standpoint of actual public dissemination of information concerning 
these groups. Therefore, it would seem that the relative effectiveness of 
majority rule in the taxing process can only be guessed at until such time 
as the full story of pressure group activity in the taxing process is written. 
What seems to be needed is names, expenditures, and activities, and most of 
all, widespread dissemination of such knowledge to enable the public effec- 
tively to recognize self-interest and bias that is often clothed in innocent-sound- 
ing slogans carrying emotional appeals. 


B. THE TECHNICAL PROCESS 


It seems to be a common observation that tax lawyers have achieved a 
remarkable degree of proficiency in handling the complex tax problems of 
their clients, and some segments of a tax-conscious public seem acutely aware 
of the value of a good tax man.’ Yet, it is hazarded, were one to pin down 


13 F.g., in connection with the Senate Finance Committee hearings on the 1943 Revenue 
Act Paul relates, “A procession of witnesses followed with ‘relief’ suggestions. The Forest 
Industries Committee on Timber Valuation and Taxation and the American Turpentine 
Farmers Association Cooperative sought an amendment which would permit companies 
cutting their own timber to pay taxes on the basis of the compartively low capital gains 
rates instead of including profits in normal income. The natural gas industry wanted to 
retain a House provision granting excess profits tax relief on accelerated output. The 
potash industry and the coal industry asked for percentage depletion and special excess 
profits tax treatment which had been allowed in the House bill.” (363). 

14 F.g., in connection with the hearings before the Ways and Means Committee on the 
Revenue Act of 1950, Paul relates that after Treasury views were presented, “Two hun- 
dred and seventy-five witnesses representing scores of organizations were yet to be heard 
by the Committee. Only the U. S. Chamber of Commerce, the CIO and the CED addressed 
themselves to the overall tax program outlined by the President and Treasury officials.” 
(545). 

15 “Set. Friday: ‘You live in a ten room house in the best section of town. You drive a 
Cad. You wear $150 suits. Yet you pay Uncle Sam $34.21 in taxes. Explain that!’ 

“Hoodlum: ‘I’ve got a good tax man.’” Motion Picture Dracnet (1954). 
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such observers, there would be considerable variance in opinions. Certainly, 
for example, on any absolute basis the tax expert himself would be the first 
to assert a want of mastery of tax statutes.1® Perhaps the most that such ob- 
servers would agree to would be that the tax expert has reached a high 
degree of proficiency vis-d-vis his colleagues who remain largely untutored 
in the technical intricacies of tax law. But all this is expected of him. And 
although he does his job well, there are a number of areas in the technical 
process where even his knowledge of policy considerations seems to be greatly 
limited. Of course, these limitations are by no means the sole responsibility 
of the tax-expert lawyer, accountant, economist; they are the responsibility 
of all. However, as Paul suggests, “special qualifications bring special responsi- 
bilities.” Therefore, for guidance in the following areas we should be able 
to look to the expert: (1) budget procedures; (2) administrative rule-making ; 
(3) technical provisions; and (4) the appellate process. 


1. Budget procedures. Paul states: “Accurate appraisal of the effect of the 
impact of government financial transactions upon the economy is impossible 
in terms of the administrative or conventional budget which furnishes the 
basis of much talk about government surpluses and deficits.”!7 He also relates 
the concern of others as regards the inadequacy of present budget procedures 
to reflect accurately governmental income and expenditures. Consideration 
of reform plans based on knowledge of the purposes and functions to be 
served seems to be in order, particularly of those plans involving budget pro- 
jection. However, what is needed is more widespread dissemination of the 
purposes to be served by the various accounts and records, to the end that 
debate is at least centered on common ground. 


2. Administrative rule-making. Paul makes a passionate plea for reexamina- 
tion of Treasury rule-making authority in the light of the heavy burden on 
the courts and the necessity for Congressional preoccupation with policy.!® 
Many would agree that there is need for reform of our present “unsatisfactory 
method of litigation.” The judicial tax process seems to be an aggravated 
example of the age-old need for both certainty and flexibility in the law. 
Yet the amazing thing is the failure of many to recognize the competing 
desideratum for what what they are. Often those who condemn the existing 
tax structure for its complexity and uncertainties are the first to cry “judicial 
legislation” or “Treasury legislation” at court or Treasury efforts to fill gaps, 
whether deliberately or inadvertently left by Congress to be filled. 

It is plain that the courts lack the ability to fill the statutory gaps except 
on a haphazard basis. Equally self-evident is the inability of Congress to 
anticipate the multitude of business transactions that might call for detailed 
statutory rule. Yet many tax experts view with alarm any efforts to extend 
the Treasury’s rule-making authority. Perhaps the current political climate 
does not warrant hope that this can be accomplished in the near future. Dis- 


16 656. 
17 691. 
18 The Treasury’s Rule-making Power (663-668). 
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trust of the Treasury persists as perhaps a facet of a broader distrust of 
administrative agencies generally. Paul, however, contends that “even in the 
strict sense history does not wholly support” this distrust. But it would seem 
that if the distrust is to be dissolved, more accurate knowledge of Treasury 
techniques is necessary. Precisely how the Treasury and Service function in 
rule-making, the safeguards established against arbitrary action, and other 
questions need to be answered fully and the information widely disseminated 
if progress is to be made along this line. 


3. Technical provisions. As Paul points out, “it is hardly possible after 40 
years of income taxation to do more than enumerate the unsolved problems 
in this area.’ And here, of course, we are even more limited. But from the 
standpoint of the thesis of this comment, two of these unsolved problems 
would seem to deserve separate mention: the preferred treatment of capital 
gains and the effect of the income tax levied on corporations as separate 
entities. Both present a multitude of problems that point up the limitations on 
our knowledge concerning the technical provisions. 

The meaninglessness to the vast majority of taxpayers of the preferred treat- 
ment of capital gains is perhaps well understood. What should be articulated, 
however, is the justification for their preference in the light of the principle of 
ability to pay. With a six-month holding period the time-created-increment- 
in-value theory no longer holds up. If capital asset turnover stimulus is to be 
substituted as the basic justification, certainly we need more empirical data 
concerning the wide variety of properties that now qualify as capital assets 
in the technical sense. Further, we need more information concerning “the 
factors which create” capital gains. It seems clear that “no successful formula 
for achieving the objective of doing equity and preserving incentive and at 
the same time protecting the revenue has ever been found.” These unsolved 
problems concerning capital gains remain a serious threat to progressive 
taxation, particularly in view of the constant pressure exerted by self-inter- 
ested economic groups on Congress to expand the application of capital gains 
treatment. 

The second broad problem is that of the corporate tax system.’® Here our 
knowledge is woefully inadequate in several respects. One common criticism 
of corporate income taxation is that it puts “an extravagant premium upon 
debt, as distinguished from equity financing” because of the deductibility 
of interest and non-deductibility of dividend distributions. Yet, as Paul points 
out, “we have never thoroughly investigated the corporate motivation under- 
lying bond financing in recent years.””? 

Most economists seem to entertain the view that generally most of the 
corporate tax falls on the shareholder rather than on the wage earner or 
consumer. This seems to hold true over both the long and the short run. Yet 
lacking is empirical data under competitive and monopolistic conditions. “The 
sad truth,” Paul relates, “is that no one knows very much about the inci- 


19 422-437, 
20 424, 
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dence of corporate taxation.’’** Under such a state of affairs certainly all 
arguments about the so-called “double taxation” of corporate dividends are 
suspect and should not be trumpeted as political gospel. 


4. The appeilate process. A final note on the appellate process is in order 
from the standpoint not so much for want of knowledge about the subject 
as for unwillingness to experiment from a known base. The unsatisfactory 
nature of the present appellate process is well known. Ten courts of appeal 
often rendering conflicting decisions and a limited Supreme Court review 
leave much to be desired in so far as the judiciary is able to lend some degree 
of clarity and certainty to tax law. The broad outlines of the Griswold plan 
to establish a single court of tax appeals is also well known, as is the opposi- 
tion to it from some of the influential members of the tax bar. However, the 
point here is simply this: no amount of acquired knowledge can serve any 
but academic purposes where the willingness to put it to use is wanting. 

Perhaps the “proposal for a single appellate tax court and other related 
questions is regarded as a dead issue at the moment,” but if reform pro- 
posals receive so little encouragment from areas where knowledge is wide- 
spread, the outlook for tax reform generally is quite bleak. It would seem, 
therefore, that more than mere knowledge is necessary ; what is needed addi- 
tionally is a degree of boldness and a willingness to take calculated risk even 
with such cherished institutions as the judiciary. 


III. Tax Capacity 


Few subjects in the vast arena of taxation have proved to be so fruitful 
of speculation in the past decade as that of tax capacity. Taxes, of course, 
have always been considered too high. But the informed demagogue today 
realizes the relative impotence of this simple, misdirected wail against govern- 
ment spending. It is suggested that there is fairly widespread public awareness 
that up to 86 per cent of federal expenditures now march “to past or present 
wars and the defense of the country.”** And emotional appeals which twist 
or ignore this reality will, it is hoped, prove still less effective as knowledge 
of tax matters become even more widespread.”8 


21 428. 

22 675. “For the fiscal year 1953 the requirements of national security programs, veterans’ 
services and benefits, and interest upon the public debt totaled about $69 billion, or 86 per- 
cent of total expenditures, leaving only about $10 billion or 14 percent, for the civilian part 
of the budget for social welfare, health, security, housing and community facilities, educa- 
tion and general research, labor, agriculture, natural resources, and the cost of general 
government. This civilian part of the budget, comprising expenditures unrelated to defense 
or war, has dropped drastically in relation to national income—from 9 percent in 1939 to 
3.2 percent in the fiscal year 1953. Of course, this percentage drop is a relative one accounted 
for largely by the great increase in expenditures related to war and defense.” 

23 Yet occurrences of this type from influential sources are popular daily newspaper ‘fare. 
E.g., the United Press under a dateline of Nov. 18, 1954 from Pittsburgh, Pennsylvania, 
reported on an address by C. F. Hood, President of the United States Steel Corporation, 
“Income taxes are contributing to an ‘anemia of inflation’ which threatens to destroy the 
American system of business capitalism. . . . Hood ... said the system of a graduate 
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Apart from these sideshows, many serious students of taxation have recently 
expressed considerable interest in various facets of tax capacity. Here, tax 
capacity means generally that the present or any additional burden would 
greatly augment the undesirable results measured by accepted democratic 
values. The range of interest in this area has been so extensive that this 
comment must necessarily be limited. The following problems will be con- 
sidered: (1) the business cycle; (2) capital formation; (3) production incen- 
tives; and (4) economic groups. 


A. THE BuSINEss CYCLE 


Few post-war economic problems contain the spectre of so much harm as 
runaway inflation. Yet the role of taxation as an aid in controlling both the 
deflationary and inflationary swings is just beginning to receive serious atten- 
tion from tax policy makers. Today, perhaps, most students of fiscal policy 
would agree with Paul that New Deal spending to give impetus to a cyclical 
upswing was not only a timid effort but was largely offset by an accompanying 
increase in the tax burden and, conversely, that the 1948 tax reductions were 
an equally questionable policy from the standpoint of the then current infla- 
tionary pressures. 

If we are to learn from these and similar lessons of history, perhaps we 
are now passing through an incipient stage that may lead eventually to more 
explicit programs in national fiscal planning. If so, the little light shed in 
the discussions and debates of the Colin Clark thesis may prove to have some 
lasting benefit. 

Taking cognizance of the theory that an important function of taxes is to 
curb inflation, Clark’s thesis is that in nontotalitarian countries taxes cease 
to perform that function in times of peace when they absorb approximately 
25 per cent of the national income. This percentages does not refer only to 
Federal taxes, but includes state and local taxes . . . imposed, to the ratio of 
total taxes to national income rather than to the effective rate upon any one 
person’s income or property or any particular transaction. . . .** 


The Clark thesis has been subjected to a good deal of “off-the-cuff” thinking 
as well as some penetrating critical analysis, Paul adding in his book, som 
pertinent observations of his own on the shortcomings of the theory. 

That “absolute taxable capacity is a myth” may well have been established 
by many of Clark’s critics.2° Nonetheless, “no critic of Clark’s conclusions 
has contended that there are no limits to taxation.” This being so, not only 
the broad problem of taxable capacity but many of its facets promise to be 
with us for a good many years to come. Lacking so much empirical data to 
support such broad sweeping theories, it is imperative that we recognize these 


income tax came from Karl Marx ‘who listed it as one of the 10 most effective means of 
destroying capitalism.’ . . . Hood said unsound Government fiscal policies do not allow 
business and individuals enough profits to continue risking their money and making new 
investments.” The Evening Sentinel, Nov. 18, 1954, p. 1. Cf. note 46 infra. 

24703. 

25 Quoting British economist Hugh Dalton (702). 
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types of theory with their beguiling exactness for what they are. It is vital 
that we perceive how limited is the knowledge on which they are based. For 
“that kind of approach will only obstruct the solution of the novel and im- 
ponderable tax problems we face in these anxious times.” 


B. CAPITAL FORMATION 


Some of the most troublesome problems in the tax policy area concern the 
relationship between high surtaxes and high corporate rates, on the one hand, 
and the need of venture capital for an expanding economy, on the other. 
Unfortunately, so much of the criticism of federal taxation in this respect 
comes from such obviously self-interested economic groups, that it must of 
necessity be largely discounted or at least remain highly suspect. In addition, 
the arguments used by these groups are often based upon emotional appeals 
rather than data based on experience only. For example, the discussions sur- 
rounding the frustrated attempts at tax reduction in 1947, the success in 1948, 
and the recent discussions of the 1954 Internal Revenue Code carried such 
emotional appeals as the need for venture capital being a sine quo non of 
national security. The conclusion was most often made explicit—federal tax- 
ation was drying up the sources of venture capital that would keep America 
strong, in times of peace and in a potential war against a ruthless aggressor, 
with a constantly expanding industrial capacity. 

While the post-war need for venture capital is clear enough, unfortunately 
such appeals only obscure the real problems. Paul, for example, points out in 
discussing the 1948 tax reduction legislation that the debate went too much 
to the “uncontested point” of the need of venture capital and that it must 
come from savings, “and too little to the question of means to a desirable 
end. Particularly did the discussion lack tangible analysis of the sources of 
venture capital and the question whether surtax reduction in the higher income 
brackets would provide sufficient funds for the many ventures going to make 
up the pattern of future development.”*® The same type of attack is often 
made on high corporate rates. These attacks sometimes are supported by data 
showing the need for, and the practices of, earnings reinvestment, but too 
often they ignore other policy considerations and empirical data unfavorable 
to the attack.?* 

In short, it would seem, that conclusions that high surtaxation and high 
corporate rates have had a depressant effect on capital formation have been too 
often based on emotional clichés or upon insufficient data collated from experi- 
ence only. What seems to be needed, as Paul suggests, is “an objective inquiry 
into the problems of capital formation, unassociated with the troublesome and 
diverting question of tax reduction. . . .”** He suggests that such an inquiry 


26 502. 

27 E.g., concerning the fiscal year 1951, Paul relates, “The 70 percent of the corpora- 
tions having net incomes under $25,000 carry only about 2.5 percent of the corporate tax 
load; the 11 percent having net incomes above the $100,000 level pay more than 90 percent 
of the total corporate tax received by the Federal government.” (674). 

28 505. 
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would disclose a number of changes in savings patterns as well as the need 
for governmental participation in many large-scale social projects. Concerning 
the latter, he states: 

Some Americans have not yet reconciled themselves to this sort of marginal 
participation by government in the development of resources, and retain emo- 
tional fears of planning which cloud their vision and dissipate their energy. The 
country needs a more general public acceptance of the energizing role of 
government in the economy, based on the belief that this limited type of 
governmental participation in the development of our economy is good, not 
bad, for private enterprise.® 


Herein then also lies the task for tax theory : the articulation of the compet- 
ing values, to the end that policy judgment based on the empirical data such 
an inquiry would reveal could be made in a climate not so highly charged 
with emotionalism. 


C. PropucTion INCENTIVES 

A complaint against federal taxation similar to the one discussed above, 
i.e., high rates dry up the sources of venture capital, is that high rates depress 
productivity. This complaint therefore also suggests a point of diminishing 
return, a limit to capacity from the standpoint of revenue return, similar in 
vein to the old Mellon thesis. And more often than not it is associated with 
the steeply graduated rates of the personal income tax. Pau! phrases the 
complaint thus: “the violent progression in the existing statute lowers the 
economic productivity of society by lowering the incentive to work and seri- 
ously impairs the incentive to take risks.’’*? 

Even if it were possible to push time back a hundred years to the then 
level of government services, taxes could not be appreciably reduced without 
a major shift in expenditure emphasis on military preparedness. Assuming the 
need, therefore, for the present revenue, the incentive complaint is essentially 
directed at progressive income taxation. Do the present graduations impair 
work incentives? Even without data based on experience alone the issue is 
debatable. The argument could very well be made for example, that given 
a tax increase, progressive taxation increases incentives in order to leave the 
taxpayer with the same effective economic power as before the increase. 
Otherwise stated, the majority of taxpayers, operating on an established 
standard of living, would more likely be motivated by a tax increase to increase 
productivity rather than to slacken off work efforts or to refuse to take further 
investment risks. 

In any event, there is certainly “no fully convincing proof that progression 
impinges upon the productivity of society.’”*! There is no proof that the 
profit motive is anything other than one of many variables in motivation. The 
complaint simply assumes without supporting data that the profit motive is 
the only force inciting production. What knowledge we have on motivation 


29 508. 
80 751. 
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certainly makes “for an almost complete uncertainty as to whether a lower 
scale of progression would result in greater economic productivity for the 
society as a whole.’*” 

There are, however, some encouraging signs in this area. A number of 
empirical studies on taxes and incentives have been undertaken in recent years, 
as Paul points out, in an effort to bridge the gaps in our limited knowledge. 
Their inconclusiveness, however, serves but to underscore just how woefully 
inadequate is the structure upon which our conclusions are often based. Paul 
contends they still leave us with analysis dependent upon “cloudy conjecture.” 
He concludes, “About all we can safely conclude is that in the aggregate the 
tendency of steep progression is to cause some talented persons to diminish 
their efforts upon projects which bring high monetary rewards. It cannot 
even be proved that this transfer of affection and energy may not be good for 
society. Economic productivity is not the only value in modern society.”** 


D. Economic Groups 


The final facet of the broad problem of taxable capacity concerns the impact 
of taxation on the various economic groups in relation to each other. This 
problem is reflected not only in the graduations of the principal federal taxes 
but in the myriad of relief provisions and the personal and dependency exemp- 
tions in the personal income tax. : 

The scope of the problems here and the extreme complexity of the lines of 
possible analysis are so far beyond the space limitations of this review that 
mention of only one facet is feasible: the use of taxation to alter the distribu- 
tion of wealth. This, of course, is not an indelicate subject-matter, “but 
fortunately it is now possible to advocate the use of taxation for purposes 
beyond the revenue without a total! loss of respectability. .. .24 Any argument 
that any particular economic group is being taxed beyond capacity is apt 
to be rooted in political theory. Thus, in any discussion of the relative position 
of economic groups, bias is ever present, at least below a superficial crust of 
claimed objectivity (this discussion not excepted). This can hardly be avoided. 
It can, however, be appreciated and reckoned with in the process of making 
value judgments. 

Often overlooked in discussing progressive taxation in general and plans 
suggesting the use of taxation to redistribute wealth in particular is the fact 
that “taxation does not take money from the rich and give it to the poor.”* 
lf we remove this and other similar emotion-packed appeals, such as the role 
of government in the process of accumulating and retaining wealth, from any 
discussion of wealth distribution, perhaps the way would be less obstructed 
in finding adequate tax theories upon which to base the obligations of the 
various economic groups to support their government. The presence of such 
obstacles seems almost glaring. For example, most students of taxation would 
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probably agree to the desirability of limiting the tax load on family untts with 
incomes below subsistence levels. This desideratum can, of course, be justi- 
fied on a number of different theories concerning the purposes of taxation. 
Justification may rest on broad humanitarian grounds; on exemption func- 
tioning as an escape valve necessary to the preservation of a capitalist democ- 
racy; as simply reflective of the broad criterion of ability to pay; or as an 
integral part of any redistribution of wealth program. 

The variety of justificatory bases for the desirability of limiting the tax 
burden on subsistence family units is reflected in the widespread acceptance 
of the personal and dependency exemptions in the personal income tax. Here 
the Marxist and the capitalist seemingly meet on common ground; but in 
relating the supporting theory to basic democratic values it does not mean they 
lie in the same bed. The tax policy maker, therefore, need not jump at the 
suggestion that “The Communist Manifesto itself lists ‘a heavy progressive 
or graduated income tax’ as one of several measures to be applied in the 
more ‘advanced countries’ in the process of wresting capital from the bour- 
geoisie and centralizing all instruments of production in the hands of the 
state.” Nor should he necessarily feel uneasy about a possible affinity be- 
tween Marxism and the planned use of taxation to redistribute wealth. He 
is entitled, however, to have wealth distribution plans articulated and related 
to basic democratic values. He is also entitled to be apprised of empirical data 
on the actual tax burden carried by the various economic groups as a justifica- 
tion for any suggested shift in burden. 

Once any analysis leaves the subsistence group (assuming this can in a 
measure be accurately determined), the task becomes even more difficult. In 
such a case, those who assert that particular groups are taxed over capacity 
should be compelled to establish the same. For example, in connection with in- 
come taxation there is much argument based on the marginal tax bracket rather 
than on the effective rates on wealthy taxpayers; and there is often an ignor- 
ing of exempt income and income taxed at capital gains rates. Available 
statistics showing the effective tax burden are too often disregarded. 

In other areas we are woefully ignorant concerning not only the economic 
income that escapes taxation but the effectiveness of enforcement in connection 
with particular economic groups. Equaily ignored in argument is the prob- 
able, over-all regressive character of the total tax burden, and there is too 
little use made of what knowledge we do possess concerning the incidence of 
not only the various excise taxes but of the corporate income tax. 

These limitations do not necessarily suggest hopelessness in solving the 
intricate problems involved but the need for objectivity, and above all, an 
appreciation that our fears concerning such suggested plans as redistribution 
of wealth are not entirely based on rationality but are caused perhaps by other 
stimuli. Not only is our vision in making policy judgments clouded thereby, 
but the acquisition of the needed knowledge is made extremely difficult. 
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IV. TAXPAYER MorRALE 


A final comment, in the light of Paul’s book, is in order on the limitations 
on our knowledge concerning taxpayer morale. Paul states: 

. . . Tax systems, like other institutions that hope to survive, must con- 
stantly adapt themselves to new needs and crises. In the test of three major 
wars the American tax system has proved its capacity for adaptation, and 
the system, imperfect as it may be, is at least a comforting symbol of the 
success of the democratic process. The final test of that process may well be 
in the answer to the question whether Americans are willing to pay, in taxes, 
the price of the kind of civilization they have chosen for their own.** 


It is difficult to conceive that so important an institution as a tax system in 
a democratic order could be long sustained without genuine popular support. 
Yet the variables that constitute the bases of popular support in an order where 
every citizen is a taxpayer are so complex that they defy analysis. It seems 
clear that the story of taxpayer morale is yet to be written. In the meanwhile, 
we can but speculate. 

In a democratic order much depends upon a widespread, general knowledge 
of the effects of taxation as well as where the burdens dwell. We may perhaps 
go beyond these generalities and suggest that features like judicial review, 
complexity, exemptions, relief measures, avoidance, and evasion all influence 
in varying degrees, and contribute to, the morale. And where these factors 
are depressive they should be justified in the light of some fundamental 
democratic value; where values conflict we submit the resultant policy judg- 
ment should be based on knowledge rather than on propaganda, favoritism, 
or self-interest; and that all of this should be aired and disseminated for 
popular consumption. Further analysis would perhaps be futile. However, 
some of these variables are conspicuously obvious and deserve mention here. 
For this purpose we single out two related features of our present federal 
tax system: structure complexity and progression. 


A. STRUCTURE COMPLEXITY 


The most ardent Benthamite would hardly expect erudite debate by the 
general public on the technical niceties of the Internal Revenue Code. If the 
“words of such an act as the Income Tax . . . merely dance before” the eyes 
of one of America’s most eminent and experienced jurists,°* any expectation 
of widespread understanding of the Code could be characterized as nothing 
more than a pious expression of faith. One task, however, in dealing with 
this depressant to morale seems clear: the duty to explain to the general 
public why simplification may not always be an overriding consideration in 
expressing tax measures and tax policy. 

The task of explanation, it seems to me, has been done admirably by Paul 
in a very brief space.*® He points out that simplification “is a vague abstrac- 
tion” that may mean different things to different groups connected with the 
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taxing process. He discusses what he considers the three primary causes of 
complexity: (1) “the necessity for protecting the revenue against tax avoid- 
ance”; (2) “the necessity .. . of giving relief in exceptional cases”; and (3) 
the uncertainties inherent in the administrative and judicial interpretation 
of statutes. To these he elsewhere adds a fourth, viz., the complexities that 
are traceable to progression.*® The political necessity of compromise might 
well be another. In the final analysis, Paul suggests, simplicity is a matter of 
price: “A sufficiently desirable objective, either by way of relief or by way 
of preventing tax avoidance, may be worth some complication. A particular 
item of simplicity may not be worth the inequity it entails. The question is 
one of price, and our first choice should be the simplicities that are the best 
bargains.”*! 

Yet in a democratic order an appreciation of the problems of simplification 
may not be enough. Such explanation may ring hollow; appreciation may still 
be found wanting with large segments of the public. If such is the case, the 
risks of complexity are enormous. The demand for simplification will be an 
ever-pressing one. Is there anything further that can be done? It is submitted 
that there is. If simplification in the technical mechanics is currently beyond 
our powers when weighed against other considerations, there would seem 
to be a further duty of interpretation beyond current efforts. We can, somehow, 
make sure that the “dial of the town clock” is there for the “general public” 
to read and that its face is kept clean even though there may be no necessity 
of “going behind to inspect the works.”* 


B. PROGRESSION 

Ignored, often deliberately, by proponents of such proposals as the 25 
per cent constitutional limitation on Congressional taxing power and a 
federal sales tax is the impact of such measures on taxpayer morale in a demo- 
cratic order. This is a particularly acute problem where, as now, a heavy 
tax burden is dictated by an overriding national security need. Necessary to- 
day, and perhaps for years to come, is a heavy tax burden on all. It therefore 
seems clear that the elimination of progression—the objective of both the 
25 per centers and the sales taxers—would constitute a risk not only directly 
to taxpayer morale but indirectly to national security. Not unmindful of the 
emotional element in his conclusions, Paul’s words should give the thoughtful 
policy maker cause to reflect on the real democratic values at stake.4* The 
following is a brief extract from his conclusions on progressive taxation 
pertinent to the aspect of taxpayer morale: 


...A limitation on the rates of these taxes [income, estate and gift] would 
reduce the extent to which Federal taxes could be distributed in accordance 


40 “Though we do pay a price for progression in terms of increased complexity in the 
tax system, and in some distortion of the economic aspects of business transactions, it is 
easy to overestimate the disadvantages attributable to progression and the argument against 
progression on this score does not seem to be a weighty one.” (755). 

41 392. 

42 Quoting Francis Edgeworth: “Cannot the general public read the dial of a town 
clock without going behind to inspect the works?” (719). . 
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with taxpaying ability. I am sure that the American people want progression is 
in their Federal tax system, and that they will reject this proposed amend- in 
ment in the end... . d 

... The difficulties of exact measurement of comparative impact of taxation ; 
upon different income levels fade into insignificance beside the political neces- di 
sity of a system which will create a general impression among the people that be 
everyone is doing his part, according to his means and financial ability, to pr 
contribute to group safety. This is essential if we wish to collect a substantial bt 
contribution from low-income taxpayers who, as we have seen, carry a sub- 
stantial part of the total tax burden... . 

A conviction that everyone is doing his part in a perilous job is also essen- to 
tial to the maintenance of production at a high level. Just as the incentives of al 
high-income taxpayers may be dulled by excessive marginal rates, so may the ce 
production incentives of low-income taxpayers slacken if they feel that the ) 
whole tax system does not distribute the tax load fairly among all the Sé 
people. ... cl 

The return to proportional, or regressive, taxation involved in the adoption t 
of the proposed constitutional amendment limiting maximum tax rates to th 
25 per cent would destroy these values. Because he feels that men with greater 1s 
income can afford to pay higher taxes on the upper brackets of their income, Ww 
the man of the farm, street, or factory would resent the resulting transfer bi 
of a substantial part of the tax load from the shoulders of high-income tax- le 
payers to his own shoulders. If he worked at all, he would work less willingly, g' 
and therefore less effectively. He would rebel against the payment of the b 
high taxes that must be imposed upon him. In the end the high income tax- 
payers would suffer too. There would be far less purchasing power for the é. 


products of the factories in which they have invested their savings, and a 
serious impairment of the defense effort, which helps—and perhaps saves— 
them as well as men of lesser wealth.** 

It is true that we do not have much empirical data to support such appeals 
as Paul makes here, but perhaps it is here that we must be “ready to wager 
our welfare upon an inadequate supply of knowledge and the best collective 


45 


judgment of the moment. 


V. CoNncLusION 


The barriers to the acquisition of tax knowledge by all levels of the public 
in a complex democratic society are many and varied. Not the least important, 
however, involves the recognition and appreciation of the almost violent emo- 
tional appeals that are sometimes made in support of one tax position or 
another. It is, of course, folly to suggest that emotionalism in tax matters is 
somehow capable of being eliminated. Logic or rationality itself present a 
type of emotional appeal; and life without the emotional element probably 
would not be worth living. 

But if there is a “special responsibility,” as Paul suggests, in the tax expert, 
it would seem to consist in no small part of recognizing his own bias based 
on the irrational and the emotional in his own thinking. Perhaps we can 
expect of the tax expert the same impartiality that we like to think our 
judges exhibit. In raising his voice in the shaping of tax policy and, above all, 
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in discharging his obligation of interpretation to the general public, much 
depends on his sense of public responsibility. If his job is not done, it is 
difficult to see how the political job of maintaining a sound tax system can 
be done at all. He is the vital link in the dissemination to the utmost extent 
possible of tax knowledge and understanding at all levels in society. His 
burden is heavy. The risks from failure, as portrayed by Paul, are enormous: 


... An incompletely informed American people will be tempted many times 
to rest indefinitely from the almost insuperable task of defending themselves, 
and a free world beyond their shores, against an enemy which can tyrannically 
command unrelenting effort from its people. At some point the deadly process 
of rationalization will suggest reasons for inactivity and passivity. It will be 
said again, as it has been said so many times before, that the tax burden is 
crushing industry ; the theory will gain wider acceptance that taxes are infla- 
tionary when they absorb more than 25 per cent of the national income; and 
there will be frequent repetition of the old argument that a reduction of taxes 
is necessary to encourage risk capital. It will be argued that governmental 
waste and extravagance must end, and that security is purchasable in a bargain 
basement. Some of these arguments have been made by respected political 
leaders; as time goes on, still other leaders will add persuasive voices to a 
growing chorus of objection to high taxation. The acceptance of this philosophy 
by the American people could be the beginning of a tragic end, the last chapter 
in the story of democracy, the conclusion of the most promising political 
experiment the world has ever known.*® 

—Joun C. Cuommie* 


46 766; italics added. 
* Professor of Law at Dickinson School of Law. 
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Net Worth Computations as Proof 
of Tax Evasion 
SPURGEON AVAKIAN 


An Increase in Assets Substantial 
Is Adequate Proof Circumstantial 
Of Income Received 
And Treas’ry Deceived 
With Punishment More Than Financial 


A PROSECUTOR once explained to a jury that a man’s net worth is the 
difference between what he owns and what he owes, and if his net worth 
Mm increases by more than the income reported on his tax returns, it is fair 
lto conclude that he has not been honest with his government unless he 
@ offers an explanation of innocence. 

The simplicity of this statement and the comfortable, rocking-chair type 
philosophy which it implies may help to explain the tremendous appeal 
which the net worth method has had for tax enforcement officials during 
the past few years. For whatever the theoretical considerations may be, 
the plain fact is that ordinarily the defendant must explain his apparent 
increase in net worth to the jury’s satisfaction or he will be found guilty. 

Because the net worth method determines income by reference to what 
is done with the money rather than by how or from whom or for what 
reason it is received, the mere appearance of an asset is equated with in- 
come unless a contrary explanation is made. Moreover, the question of 
intent is obscured. Why the unreported income was not reported, which is 
a critical issue in a specific-item case, tends to become a lost question in a 
net worth case because the big battle is waged on the issue of what the net 
worth increase actually is ; and the jury is likely to determine criminal guilt 
or innocence on whether there is a deficiency without too much concern for 
evidence showing wilfulness. 

An interesting and rare insight into the thought processes of jurors 
considering a net worth case is found in an affidavit of a juror which is a 
part of the record on appeal in United States v. Benham.’ There was a 


SpurceoN AvaKIAN (formerly Special Assistant to the Attorney General, Tax 
Division, Department of Justice, Washington, D. C. and lecturer on taxation at the 
University of San Francisco School of Law) is a member of the California Bar and a 
partner in Phillips, Avakian & Johnston, Oakland, California. 
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sharp controversy over the accuracy of the Government’s net worth com- 
putations. The facts were complex, with numerous assets and liabilities, 
and many detailed computations had been made to arrive at the tax basis 
of various assets. There was no direct evidence of wilfulness, only a pos- 
sible inference from the existence of a substantial deficiency (if in fact 
there was a deficiency). A juror’s affidavit explains in detail the mathe- 
matical computations made in the jury room from the trial exhibits in 
determining what the net worth increase was and declares that upon deter- 
mining that the income by the net worth method was $15,000 as against 
the reported income of $7,500, “I considered this to be substantial and 

.. voted ‘guilty.’ ’’ The implication of the affidavit is that there was little, 
if any, effort made to determine why some of the income was omitted. This 
is an apt illustration of the reason for the skepticism with which some 
judges have viewed the use of the net worth technique in criminal cases.” 

It was inevitable that the ever-increasing resort to the net worth method 
would eventually lead to diversity of treatment in the courts.* During the 
present term the Supreme Court decided four net worth cases * and re- 
manded ten others * for reconsideration by six different Circuit Courts— 
an unprecedented volume of cases involving the same issue. And many 
more were backed up on Circuit Court dockets awaiting the outcome of 
the Supreme Court cases.° 

Fully aware of the need of the lower courts for guidance in this develop- 
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United States, 207 F.2d 377 (9th Cir. 1953), rev'd, 348 U.S. 160 (1954). 

4 Holland v. United States, 348 U.S. 121 (1954); Friedberg v. United States, 348 
U.S. 142 (1954); Smith v. United States, 348 U.S. 147 (1954); United States v. 
Calderon, 348 U.S. 160 (1954). 

5 Mitchell v. United States, 208 F.2d 854 (8th Cir.) ; Goldbaum, et al. v. United 
States, 204 F.2d 74 (9th Cir.) ; Banks v. United States, 204 F.2d 666 (8th Cir.) ; McFee 
v. United States, 206 F.2d 872 (9th Cir.) ; Brown v. United States, 209 F.2d 260 (6th 
Cir.) ; Watts v. United States, 212 F.2d 275 (10th Cir.) ; Beaty v. United States, 203 
F.2d 652 (4th Cir.) ; Strauch, et al. v. United States, 213 F.2d 805 (6th Cir.) ; and 
Burdick v. United States, 214 F.2d 768 (3d Cir.), all reported in a joint memorandum 
opinion in 348 U.S. 905 (1955) ; and Remmer v. United States, 205 F.2d 277 (9th Cir.), 
348 U.S. 904 (1955). 

6On January 20, 1955, the Fifth Circuit Court announced two decisions which it 
stated it had held up pending the Supreme Court decisions. In Dupree v. United States, 
218 F.2d 781 (1955), the conviction was reversed because of the Government's failure to 
track down or negate leads as to the defendant’s opening net worth and because of 
erroneous instructions. In Bostwick v. United States, — F.2d — (Sth Cir. 1955), 55-1 
U.S.T.C. 99170, the conviction was affirmed. 
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ing area of tax prosecutions, the Supreme Court undertook in its four 
decisions rendered on December 6, 1954 to analyze the problems which gen- 
erally occur in a net worth case and to outline the basic principles which 
should underlie their solution. The leading opinion was rendered in the 
Holland case,’ which will for a time be cited extensively by both sides in 
all net worth cases, for it gives comfort to defendants by recognizing the 
weaknesses and dangers of the net worth approach and at the same time 
gives prosecutors a helping hand past the “presumption of innocence” and 
“burden of proof” roadblocks. 

The net worth-expenditures method is easy to state as a mathematical 
formula: (1) increase in net worth, plus (2) non-deductible disburse- 
ments, minus (3) non-taxable receipts, equals (4) taxable net income. 
Each factor in the formula raises troublesome questions. Some are factual ; 
some involve accounting principles ; others bring legal principles into play. 
Underlying most of them is the essentially circumstantial nature of a net 
worth case. In the absence of direct evidence showing tax evasion, the 
prosecution asks the jury to convict on the following chain of inferences : 
(1) from the exhaustive investigation of the agents, the jury is asked to 
infer that the agents’ reconstruction of the defendant’s net worth at the 
beginning and end of each prosecution year is correct and that the net 
worth increase has been computed accurately; (2) from evidence that the 
defendant had a source of income, the jury is asked to infer that the in- 
crease in net worth—itself an inferential conclusion—and the non-deduct- 
ible disbursements represent taxable income, rather than gifts, inherit- 
ances, and other non-taxable receipts; (3) if the taxable income, as so 
computed by stacked-up inferences, exceeds the reported income, the jury 
is asked to infer that the deficiency is due to a wilful intent to evade rather 
than to some innocent mistake. 

And notwithstanding the common belief that mere possession of money 
is not alone sufficient proof that it was stolen, the possession of more assets 
than the income tax returns warrant is often deemed sufficient to put a 
taxpayer behind bars unless he comes forward with a plausible explana- 
tion of innocence.* Perhaps it is sound public policy to require a taxpayer 
to prove the purity of his intentions once a deficiency has been established. 
To debate that point is not the burden of this article;°* it does not go 
beyond pointing out that in net worth tax evasion prosecutions the burden 
of proof or the “risk of non-persuasion” is often shifted to the defendant 


7 Note 4 supra. 

8 “Skillful concealment cannot be made an invincible barrier to proof.’ Remmer v. 
United States, 205 F.2d 277, 287 (9th Cir. 1953). 

® As a matter of personal opinion, the writer believes that an enforcement policy based 
on punishment without a showing of evil intent would do more harm than good, for it 
is likely to put the tax laws on the same plane of morality as the traffic laws. 
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despite lip service to the traditional concept that in American courts the 
presumption of innocence stays with the defendant throughout the entire 
case and can be dispelled only by proof beyond a reasonable doubt of all 
facts essential to a finding of guilt. 

None would deny the usefulness and effectiveness of the net worth 
method in enforcing the tax laws,?° and few would contend that its avail- 
ability should be denied to the Government. Nor should we overlook the 
fact that in the vast majority of cases its use is fair and proper. But to the 
particular defendant who is confronted with a tax evasion charge just once 
in a lifetime, the law of averages is hardly any comfort. He is rightfully 
concerned with only his own case. And the painful fact is that in some 
cases the net worth method is grossly unfair to the defendant. These are 
usually cases in which the defendant actually has accumulated considerable 
cash in a safe deposit box, or has had substantial loan transactions on 
which permanent records have not been maintained. 

In one case within the writer’s experience, the taxpayer had accumu- 
lated a total of more than $250,000 in his safe deposit box and had subse- 
quently transferred a large part of it into visible assets. But for one very 
fortuitous circumstance that taxpayer would surely have become a de- 
fendant in a tax evasion case, and it is unlikely that any jury would have 
believed him in his claim that his increase in visible assets came out of this 
previously accumulated cash hoard of a quarter of a million dollars rather 
than from current income. The one thing that saved him was his distrust 
of banks—a distrust so great that he had insured the contents of the safe 
deposit box against loss or theft, with the result that the insurance com- 
pany had taken a monthly inventory of the contents! This case is rare, but 
only because of the insurance feature and the large amount of the cash 
hoard. Banks in every city rent safe deposit boxes to their patrons, and it 
is not unreasonable to assume that a good many of them contain currency. 
It is unlikely that a record of this cash is maintained by any great propor- 
tion of these people or that any record is preserved after the cash has been 
taken out and invested. 

Thus, the fairness of the net worth method in a particular case depends 
largely on the extent to which a true and complete net worth, including 
cash as well as other assets and liabilities, can be reconstructed several 
years later. An awareness of this is the probable explanation of the fact 
that initially the net worth-expenditures method was used only against 

10 While accurate statistics are not published, it can be estimated conservatively that 


the net worth method is currently being used in over one-half of the tax evasion cases 
throughout the country. 
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“bad boys,” such as the Capone gangsters,’ “Big Bill” Johnson,” and 
other “notorious” characters whose incarceration was applauded by the 
public regardless of the charge.** 

But just as the whole house is soon opened up to the salesman who once 
sets his foot in the door, the application of the net worth method has 
gradually broadened until at the present time it takes in taxpayers from all 
areas of our society in all types of cases. In the words of Justice Clark in 
the Holland case, this technique “has evolved from the final volley to the 
first shot in the Government’s battle for revenue, and its use in the ordi- 
nary income-bracket cases greatly increases the chances for error.” * 
Accordingly, while recognizing the Government’s need to use this method 
in enforcing the tax laws, the Court declared that “it is so fraught with 
danger for the innocent that the courts must closely scrutinize its use,” 
and that the pitfalls inherent in the method, while not foreclosing its use, 
“require the exercise of great care and restraint.” 7° 

The basic principles which the Court announced in its four decisions on 
December 6, 1954 as the basis on which net worth cases should be decided 
revolve around the following questions : 

1. What restrictions are there on the Government’s right to use the net 
worth method ? 

2. What proof of a starting-point net worth is necessary to permit the 
case to go to the jury? 

3. How far must the prosecution go in establishing that the net worth 
increase is attributable to taxable income rather than to non-taxable 
receipts ? 

4. May the defendant’s extra-judicial statements to the agents be used 
in establishing the prosecution’s case? 

5. What constitutes sufficient proof of wilfulness ? 

6. What instructions should be given to the jury? 

Broad statements are usually open to conflicting interpretations, and 


11 Ralph Capone v. United States, 51 F.2d 609 (7th Cir. 1931) ; Guzik v. United States, 
54 F.2d 618 (7th Cir. 1932). 

12 United States v. Johnson, 319 U.S. 503 (1943). While this case involved use of the 
net worth-expenditures method to compute the amount of income, the Court was not 
called upon to consider any of the usual net worth issues because the determinative issue 
was whether Johnson was the actual owner of various gambling establishments ostensibly 
owned and operated by others. The briefs show that the prosecution gave Johnson credit 
for the full amount of starting-point cash claimed by him. 

18 See United States v. Clark, 123 F.Supp. 608 (S.D. Cal. 1954) for a suggestion that 
the net worth method be restricted to “outlaws” who do not maintain adequate records 
because of the nature of their activities. 

14 348 U.S. at 126-7 

15 348 U.S. at 125. 

16 348 U.S. at 129. 
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judicial expression furnishes no exception. Hence, the actual application 
of the general principles to the facts of the specific cases before it is even 
more important than the language used by the court in stating its basic 
views. This is particularly true in the four cases decided on December 6, 
1954, in which the Court found for the Government on all issues after 
a general discussion which created the strong impression that the de- 
fendants would prevail. 


1. RESTRICTIONS ON THE USE OF THE NET WortTH METHOD 


Until the Holland case, the courts had consistently held, in both civil 
and criminal cases,’” that the use of the net worth method was based on 
the language of section 41 of the 1939 Code ?* which declares that 

. net income shall be computed . . . in accordance with the method of 
accounting regularly employed in keeping the books of such taxpayer ; but if 
no such method of accounting has been so employed, or if the method employed 
does not clearly reflect the income, the computation shall be made in accordance 
with such method as in the opinion of the Commissioner does clearly reflect the 
income. ... 


Indeed, the Government itself had originally advanced section 41 as its 
authority, back in the days when the use of this method was limited to 
“outlaws” who kept no books or refused to produce any for examination. 

The first change in the Government’s position apparently came in its 
brief filed in the Supreme Court in the Remmer case.’® There the Govern- 
ment concededly had retained in its possession voluminous records of the 
defendant and had refused, with the Court’s sanction, to produce them at 
the trial despite the defendant’s demand for production. The defendant 
contended that this refusal precluded the Government from claiming that 
the method employed in keeping the books did not “clearly reflect the 
income.” Moreover, the Commissioner had made a jeopardy assessment 
prior to the criminal indictment on a basis other than the net worth 
method and in some respects inconsistent with the net worth computations 
used in the criminal trial. This, contended the defendant, precluded the 
Government under section 41 from using any method other than that 
already determined by the Commissioner as the proper one. 

Caught in this somewhat uncomfortable position, the Government 
turned its back on section 41 and argued that it had no application at all. 


17 Remmer v. United States, note 3 supra; United States v. Williams, 208 F.2d 437 
(3d Cir. 1953) ; United States v. Riganto, 121 F.Supp. 158 (E.D. Va. 1954) ; Glackman 
v. Comm’r, 10 TCM 1132 (1951) ; White v. Comm’r, 10 TCM 1014 (1951); Talley v. 
Comm’r, 20 T.C. 815 (1953). See also Burns and Rachlin, How to Defend Net Worth 
Cases, 32 Taxes 537; Burns and Rachlin, Trial by Net Worth, 33 Taxes 121. 

18 T.R.C. §446 (1954). 

19 Note 3 supra. The judgment was vacated on other grounds without discussion of 
this point. 
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The Court did not pass on the point in the Remmer case, but it later 
accepted the Government’s argument fully in the Holland case. As used 
in section 41, the term “method of accounting,” declared the Court, “refers 
to methods such as the cash receipts or the accrual method, which allocate 
income and expenses between years.” *° The Court went further and stated 
that the net worth “technique’’ is not a method of accounting at all but is 
an evidentiary approach which shows what the taxpayer’s correct income is. 

It is true that the distinction between the cash and accrual methods 
often lies in when the income is taxable rather than how much it is; but 
the net worth method involves the same type of problem because it results 
in taxing income when it is invested in visible assets, on the assumption 
that it was earned at that time. The net worth method clearly involves an 
accounting approach substantially different from the specific receipts and 
disbursements method customarily used by taxpayers and usually pro- 
duces a different end-result. 

Since our revenue laws are based on self-assessment, there is consider- 
able merit to the argument that an audit made by a revenue agent several 
years later should be based on the type of accounting approach used in the 
taxpayer’s records unless that approach is shown to be incomplete or inade- 
quate. It would seem to be a matter of elementary fairness that, barring 
such inadequacy, a taxpayer should not be confronted with the retroactive 
application of a new accounting approach which he was not required to use 
at the time. Whether a net worth computation is a “technique” rather than 
a “method” of accounting is a distinction which one would ascribe to Con- 
gress with considerable hesitancy. 

The Court was evidently impressed with the fear that the Government’s 
enforcement activities would be seriously hampered by a holding that 
section 41 is a limitation on the use of the net worth method. The Holland 
opinion declares that ‘Congress never intended to make Section 41 a set 
of blinders which prevents the Government from looking beyond the self- 
serving declarations in a taxpayer’s books,” and that “the Government 
must be free to use all legal evidence available to it in determining whether 
the story told by the taxpayer’s books accurately reflects his financial 
history.” 74 

Whether the Court has opened the door to more abuse than it seeks to 
prevent remains to be seen. Granting the Government freedom “‘to use all 
legal evidence available to it” may be an invitation to use in criminal cases 
are based **—an approach which assumes that anyone whose reported 
the “percentage mark-up”’ approach upon which many civil assessments 


20 348 U.S. at 13). 

21 348 U.S. at 132. 

22 See, for example, Omelian v. Comm’r, 12 TCM 306 (1953) ; Holder v. Comm’r, 11 
TCM 91 (1952) ; Ward v. Comm’r, 7 TCM 505 (1948). 
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gross profit ratio is below “average” has filed an incorrect return unless 
he is able to give a satisfactory explanation of his “below average” status, 
The Holland opinion comes close to suggesting this, perhaps without in- 
tending to do so, when it refers to the fact that the hotel business operated 
by the Hollands showed substantially lesser profit, despite a larger volume 
of business, than it had under the prior owners as one of the facts indi- 
cating that some of the income had not been reported. 

Even in a net worth case there are, of course, accounting problems 
which remain subject to the “method of accounting” rules of the Code. 
To begin with, the net worth computations are required to reflect the tax- 
payer’s right to choose between cash and accrual accounting. Accounts 
receivable or payable arising from a taxpayer’s business have to be ex- 
cluded from a net worth analysis of a cash basis taxpayer but must be 
included if the taxpayer is on the accrual basis. 

This may at times present a problem so difficult as to make the net worth 
computations completely unreliable. Suppose, for example, that an accrual- 
basis merchant with large but fluctuating accounts receivable preserves his 
records only for three years or periodically destroys records on all inactive 
accounts. It would be virtually impossible to reconstruct his receivables 
for earlier years, and it would be grossly unfair to penalize him for de- 
stroying his records when there is no requirement that he preserve them. 
Conversely, the business receivables and payables of a cash-basis taxpayer 
should not be included in computing his income on the net worth method, 
although there is at least one case in which this was done with the approval 
of the Ninth Circuit Court. ; 

Similarly, the net worth method may not deprive the taxpayer of his 
right to use the instalment method of reporting. Thus, the unpaid balance 
of an instalment sale should be included in the net worth computation, not 
at its face value but on the pro rata portion of the adjusted basis of the 
property sold which is allocable to the unpaid instalments. Thus, if prop- 
erty with an adjusted basis of $10,000 is sold in 1954 for $20,000 on 
which only $5,000 is collected in 1954, and the profit is reported on the 
instalment basis, the remaining balance of $15,000 should be valued in the 
December 31, 1954 list of assets at only $7,500. Should it be valued at 
$15,000, the entire profit would in effect be taxed in 1954, and the tax- 
payer would be denied the benefit of the instalment method. 

Comparable observations may be made as to taxpayers using the com- 
pleted-contract or the percentage-of-completion methods. A contractor 
using the completed-contract method may, for example, receive progress 
payments in 1954 on a contract which is not completed until 1955. He may 


23 Remmer v. United States, note 3 supra. The judgment was vacated by the Supreme 
Court without discussion of this point. 
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invest this money during 1954 in securities or real estate, and these would 
tend to increase his net worth beyond the amount of income shown in his 
1954 return. The presentation of this net worth evidence, and nothing 
more, to a jury unschooled in the intricacies of tax accounting might 
result in a finding of tax evasion, while a proper understanding of the fact 
that he had received funds in 1954 which were not taxable in that year 
would reveal that there was in fact no deficiency. 

Furthermore, proper allowance should be made for depreciation, else 
the net worth method would result in the denial of a deduction for de- 
preciation. In fact, all assets are required to be valued at their adjusted 
tax basis for purposes of computing gain or loss. In this connection, it 
may be noted that taxpayers often submit financial statements to banks in 
which they list their assets at estimated market value rather than at cost. 
While such statements may properly be used against a defendant in a net 
worth case for the purpose of showing what items of assets he owned, 
the market values assigned to them should not be admissible, since appre- 
ciation in value is not taxable as income until the asset is sold.** 


2. ESTABLISHING THE STARTING POINT 


Probably the most troublesome problem of all in a net worth case is 
the determination of a reasonably correct net worth at the starting point. 
Sometimes the defendant has gone through bankruptcy shortly prior to 
the prosecution period, and often he has filed a net worth statement with 
a financial institution ®> or with the Government.”® Or he may have just 
commenced a business or profession immediately after finishing school.?* 
These furnish the Government with a starting point which is then brought 
up to the first indictment year by analysis of the tax returns for the inter- 
vening years, on the assumption that those tax returns were honest, unlike 
the ones involved in the indictment. 

Frequently, the taxpayer himself furnishes the starting point by signing 
or verbally agreeing to the net worth computations made by the agents for 
the beginning of the prosecution period.?* Such statements are admissible 
against the defendant, subject to the corroboration requirement discussed 
below. 

But what of the case where the prosecution has none of these aids? 


24Such a statement was admitted, however, in Mitchell v. United States, 208 F.2d 
854 (8th Cir. 1953), judgment vacated and case remanded by Supreme Court (see note 
5 supra). 

25 United States v. Potson, 171 F.2d 495 (7th Cir. 1948). 

26 Banks v. United States, 204 F.2d 666 (8th Cir. 1953), judgment vacated and case 
remanded by Supreme Court (see note 5 supra). 

27 Gariepy v. United States, 189 F.2d 459 (6th Cir. 1951). 

28 United States v. Calderon, note 3 supra. 
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No financial statements are found, and the taxpayer either stands on his 
constitutional right not to answer questions or advances the contention to 
the agents that his “apparent” net worth increase during the years under 
investigation resulted entirely from the investment in “visible” assets of a 
previously accumulated cash hoard. What evidence must the Government 
offer to support the completeness of its net worth computations sufficiently 
to get to the jury? 

In the Holland case the indictment alleged that there was unreported 
income of about $70,000 over a three-year period. The defendants (hus- 
band and wife), who did not take the stand, contended in sworn state- 
ments to the agents during the investigation that instead of the starting- 
point net worth of $19,000 computed by the agents, they had $156,000, 
including $113,000 in currency and a substantial amount of securities. 
The jury acquitted as to the first two years and convicted on the third in 
which the unreported income was alleged to be $19,000. In essence, the 
Hollands attacked the Government’s case for failure to prove the correct- 
ness of its starting net worth computation. The Court said: *° 


We agree with petitioners that an essential condition in cases of this type is 
the establishment, with reasonable certainty, of an opening net worth, to serve 
as a starting point from which to calculate future increases in the taxpayer's 
assets. The importance of accuracy in this figure is immediately apparent, as 
the correctness of the result depends entirely upon the inclusion in this sum of 
all assets on hand at the outset. . . 


The Government successfully met this burden by attacking the credi- 
bility of the contention that the Hollands had accumulated $113,000 in 
cash. The evidence showed that during the period of this alleged accumula- 
tion they had lived in a state of insolvency: they had lost their cafe busi- 
ness and had incurred debts totalling $35,000 which were never repaid; 
their furniture was repossessed ; and they lived separately for eight years 
because each had a job in a different town. Moreover, their income tax 
returns, which were checked all the way back to 1913, did not report suf- 
ficient income to permit an accumulation. 

In the Friedberg case *° the defendant was convicted for the years 1945 
to 1947 and acquitted for 1944. He reported a total net income for 1945 
to 1947 of $14,000, while the Government's net worth computations aggre- 
gated $87,000—a difference of $73,000. The defendant and his wife testi- 
fied that the apparent increase in net worth was simply the result of 
investing a previously accumulated cash fund “far in excess” of $60,000. 
The Government’s attack on this contention was similar to the one made 
in Holland. The Friedbergs’ financial history was traced from 1922 to 


29 348 U.S. at 132. 
30 Note 4 supra. 
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the indictment period. They had never reported any substantial income; 
various judgments against them had remained unsatisfied ; and they had 
lost their home in foreclosure. 

In the Smith case*’ the defendant was convicted for four years 
(1946-49), in which he reported income totalling $16,500 as against 
$210,500 shown by the net worth-expenditures computations, or a differ- 
ence of $194,000. Smith had confirmed the Government’s net worth com- 
putations in a signed pre-trial statement to the agents, and the case turned 
on the admissibility of this statement. The Supreme Court held that it was 
admissible only if corroborated independently *° and then found two types 
of corroboration, as follows: (1) the modest financial history of the de- 
fendant from 1936 to 1945, including his income tax returns for those 
years; and (2) evidence of financial activity, such as bank deposits, invest- 
ments, and living expenses, during the prosecution years far beyond the 
amount warranted by his tax returns. The fact that from the latter part of 
1945 until 1949 the defendant operated a racing news service for which 
he maintained no records was also a factor which tended to corroborate 
the ultimate charge of tax evasion itself. 

The Calderon case ** involved reported income of $17,000; the Govern- 
ment’s claim on the net worth method was $63,000, or a difference of 
$46,000, for the years 1946 to 1949. The Government’s net worth com- 
putations were based on financial statements prepared by a revenue agent 
and signed by the defendant, showing $500 cash at the starting point, and 
on written and verbal admissions of the defendant to the agents and to 
his accountant that he had deliberately omitted some of his income. The 
Ninth Circuit Court reversed Calderon’s conviction on the ground that 


‘there was insufficient corroboration to make his admissions to the agents 


admissible in evidence and that without his admissions a prima facie case 
had not been made out.** 

The Supreme Court thought otherwise. It recognized that the pre- 
indictment financial history of Calderon was too fragmentary and remote 
in time to substantiate directly the opening net worth. But it found “several 
evidentiary strands” which tended to establish the crime of tax evasion 
directly, and these served as independent corroboration of the defendant’s 
pre-trial admissions. One was the fact that his records from which the tax 
returns were prepared were incomplete ; another was the increase in visible 
assets substantially in excess of his reported income. Moreover, the fact 
that he made large investments in his business (coin-operated machines) 


31 Note 4 supra. 

32 See discussion, pp. 446-447 infra. 
38 Note 3 supra. 

34 Jd, 
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during years in which he was reporting business losses supported an infer- 
ence that the claimed losses were fictitious. Finally, and most important, 
the defendant in his testimony at the trial alleged that his starting point 
cash was only $16,000 or $17,000, which still left an unexplained net 
worth increase of about $30,000. That last factor directly corroborated 
the crime of tax evasion and made all of his extra-judicial statements 
admissible. 

In each of these four cases the question of the accuracy of the Govern- 
ment’s opening net worth figure was narrowed down to the item of cash, 
It was so restricted by the defendants themselves when they discussed net 
worth computations with the agents during the investigation and im- 
pliedly accepted all other items by failing to challenge anything other than 
the cash. 

This takes us directly to one of the most difficult problems faced by 
lawyers who are brought into a tax fraud case during the early stages of 
an investigation. To cooperate or not to cooperate, that is the question.” 
Often the decision is irrevocably made by the client before he retains a 
lawyer ; but when the lawyer is consulted soon enough, he may well con- 
clude in some cases that his client has more to lose than to gain by trying 
to “explain” things to the agents. 

The Supreme Court has some significant comments on this question 
in the Holland case. First, there is the fact that the defendant will receive 
little credit for self-serving statements. In the words of Justice Clark: ® 

. . . the prosecution may pick and choose from the taxpayer’s statement, 
relying on the favorable portion and throwing aside that which does not 
bolster its position. ... 


As another judge had previously put it in commenting on Government 
testimony as to the statements of the taxpayer : ** 


. . . And herein is the anomaly of the case. When the defendant reveals 
facts, in conversation or through his acts, they are either used against him, if 
unfavorable to him, or discounted, if favorable. And if he is silent his failure 
to make full disclosure is urged as an admission of guilt... . 


Since a net worth case is circumstantial in nature, the various bits of 
evidence are like pieces in a pile of building stones. The significance which 


35 For a comprehensive discussion of this subject, see SymMPosIUM ON PROCEDURE IN 
Tax Fraup Cases, 1950 A.B.A. ConveNnTIon (1950); Platt, Cooperation vs. Non-Coop- 
eration in Tax Fraud Cases in Procerpincs or New York UNIversity TENTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 1305-18 (1952) ; Balter, Tax Adviser's Evaluation of 
Legal and Practical Factors Determining Decisions During a Fraud Investigation in 
University oF SOUTHERN CALIFoRNIA TAx INstITUTE 381-426 (1952); Lipton, Safe- 
guarding Constitutional Rights in Tax Fraud Investigations, 32 Taxes 263. 

386 348 U.S. at 128-9. 
37 United States v. Clark, note 13 supra, at 616. 
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might be attached to each item does not become apparent until the building 
takes shape. It is difficult to guess accurately what use the agents will 
eventually make of particular items of evidence, but it would be unrealistic 
to expect that investigators generally remain objective throughout the 
whole case. On the contrary, being human they reach a point sooner or 
later in each case when they are looking for evidence to support a con- 
clusion of guilt. 

A second word of caution is found in this statement from the Holland 
case : *° 

.. . But when a revenue agent confronts the taxpayer with an apparent 
deficiency, the latter may be more concerned with a quick settlement than an 
honest search for the truth... . 


In view of the difficulty of establishing with even approximate accu- 
racy facts which have become stale after several years, it should be 
recognized that a taxpayer attempting to cooperate fully and honestly with 
the agents may sometimes make incorrect or incomplete statements. These 
will haunt him forever. They will be used against him if he later contends 
that the true facts are favorable to him. And if the truth, as later discov- 
ered, hurts him, his erroneous statements to the agents will be held up as 
proof of his deceitful nature. 

Finally, as mentioned above, the Government’s burden of establishing 
the accuracy of its opening net worth computations is often narrowed 
greatly as a result of the taxpayer’s cooperation. Suppose that Calderon, 
for example, had refused to talk to the agents and had denied them access 
to his records. The Government’s opening net worth computations would 
of necessity have been incomplete. The agents would have had no cash 
figure and, since the Supreme Court considered the pre-indictment financial 
history too sketchy, there would have been no sound basis for holding that 
the existence of cash or other assets had been negated. Further, without an 
examination of his books, their incompleteness probably could not have 
been established. 

But the obverse side of the coin shows good reasons for cooperating. 
One is the hope, which lingers until the indictment is actually emblazoned 
in the newspapers, that a prosecution may possibly be avoided. Often this 
hope is nurtured only by the submission of pertinent explanatory material 
to the agents. An even more important consideration is suggested for the 
first time in the Holland case, i.e., the Government’s obligation to track 
down leads furnished by the taxpayer.*° 


. . . It is, of course, not for us to prescribe investigative procedures, but it 
is within the province of the courts to pass upon the sufficiency of the evidence 


38 348 U.S. at 128. 
89 348 U.S. at 135-6. 
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to convict. When the Government rests its case solely on the approximations 
and circumstantial inferences of a net worth computation, the cogency of 
its proof depends upon its effective negation of reasonable explanations by 
the taxpayer inconsistent with the guilt. Such refutation might fail when 
the Government does not track down relevant leads furnished by the tax- 
payer—leads reasonably susceptible of being checked, which, if true, would 
establish the taxpayer’s innocence. When the Government fails to show 
an investigation into the validity of such leads, the trial judge may con- 
sider them as true and the Government’s case insufficient to go to the jury. 
This should aid in forestalling unjust prosecutions, and have the practical 
advantage of eliminating the dilemma, especially serious in this type of 
case, of the accused’s being forced by the risk of an adverse verdict to 
come forward to substantiate leads which he had previously furnished the 
Government. It is a procedure entirely consistent with the position long 
espoused by the Government, that its duty is not to convict but to see that 
justice is done. 


This does not mean that the Government must always run down leads 
advanced by the taxpayer. Indeed, in the Holland case itself the Govern- 
ment’s failure to investigate the contention that some of the alleged cash 
hoard had been obtained in exchange for gold surrendered to the Govern- 
ment in 1933 was considered excusable, as there was ample other evidence 
to contradict the existence of any substantial cash. But it does mean that 
a revenue agent may be cross-examined as to what investigation he made 
of leads which appear to be plausible and relevant and that the Government 
may ignore such leads at the risk of being thrown out of court. Since the 
Government has resources and weapons of investigation far beyond what 
a taxpayer can marshal, he may benefit considerably by having the Govern- 
ment do a part of his work for him. - 

Suppose, for example, that the taxpayer claims as a part of his opening 
net worth a loan receivable from a man now dead, or that he alleges he 
borrowed money during the investigation period from a man now dead. 
The decedent’s papers are not available to the taxpayer, nor does he have 
access to the decedent’s bank accounts, brokerage house records, and the 
like. These may furnish clues, and the Government’s obligation to investi- 
gate may turn up evidence which adds some plausibility to the defense. 
Possibly a defendant may obtain pre-trial inspection of such material in 
the hands of the Government under Rules 16 and 17 of the Federal Rules 
of Criminal Procedure ; in any event, he may develop it in cross-examining 
the agent on the stand. 

Or suppose the source of the alleged prior cash accumulation is an 
income-producing activity carried on many years ago in another part of 
the country. A taxpayer with limited funds, perhaps already subject to a 
tax lien, may be unable to develop independent evidence to support this 
claim; but if the Government has to run down this lead to make a case 
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and has to report in court what it did and what it discovered, information 
helpful to the defendant may turn up which he himself could not have 
produced. 

We must, of course, await further decisions to define the proportions 
of this new investigative obligation which has been imposed on the Gov- 
ernment, and only time will tell whether Justice Clark is overly optimistic 
in his suggestion that enforcement officers and prosecutors will recognize 
that their duty is “not to convict but to see that justice is done. 


” 


3. NEGATIVING Non-TAXABLE RECEIPTS 


Once the increases in the visible net worth and the expenditures have 
been established, how do we know that they result from the receipt of tax- 
able income? The burden is, of course, on the Government.*” The non- 
taxable receipts fall into two categories: (1) loans, which perhaps have 
not been, but should be, included in the liabilities in computing the net 
worth increase ; and (2) gifts and inheritances. 

In apparent recognition of the difficulties which the Government would 
encounter in trying to negative these non-taxable sources of funds, the 
Holland case holds that the negation may be indirect and circumstantial : *' 

. .. Increases in net worth, standing alone, cannot be assumed to be attrib- 


utable to currently taxable income. But proof of a likely source, from which 
the jury could reasonably find that the net worth increases sprang, is sufficient. 


This leaves it to the jury, and jurors are unlikely to consider the possi- 
bility of non-taxable sources on a theoretical basis. Hence, unless the de- 
fendant comes forward with an affirmative claim of such receipts, this 
question is not likely to assume important proportions. “Any other rule,” 
says the Court, “would burden the Government with investigating the 
many possible non-taxable sources of income, each of which is as unlikely 
as it is difficult to disprove.”’ * 

To give effect, however, to the rule that the burden of proof may not 
be shifted to the defendant, the Court goes on to say that the Government 
may not disregard explanations of the defendant reasonably susceptible of 
being checked. Since sources of non-taxable income are “peculiarly within 
the knowledge of the defendant,” he remains quiet at his peril. But if he 
comes forward with reasonable leads or explanations, the Government has 


40“Also requisite to the use of the net worth method is evidence supporting the 
inference that the defendant’s net worth increases are attributable to current income.” 
Holland v. United States, note 4 supra, at 137. 

41 348 U.S. at 137-8. 

#2 348 U.S. at 138. 











446 TAX LAW REVIEW [ Vol. 10: 


the burden of disproving them. “The practical disadvantages to the tax- 
payer are lessened by the pressures on the Government to check and negate 
relevant leads.” ** 


4. ApMIssIBILITY OF DEFENDANT’S ExtTRA-JUDICIAL STATEMENTS 


To furnish leads which the Government must check means, of course, 
that there must be communications with the agents. Laying aside the rules 
of etiquette which should be observed ** and going directly to the possible 
adverse repercussions which may result, we face the question whether and 
under what conditions statements of the taxpayer may be used against him 
at the trial. 

Almost as fundamental as the privilege against self-incrimination is the 
rule that a man may not be convicted solely on his own uncorroborated 
confession.* There must be independent evidence at least that a crime has 
been committed before the defendant’s confession is admissible to identify 
him as the offender. But unlike most criminal acts, the corpus delicti of 
tax evasion cannot be established without also establishing the identity 
of the evader. Proving a deficiency does not establish any crime; there 
must also be proof of a wilful intent to evade, and that, of course, requires 
an “intender.” 

Thus, the Court in the Smith and Calderon cases was faced with these 
alternatives: (1) to broaden the corroboration requirement beyond what 
is required even in murder cases, so as to require independent evidence of 
the defendant’s guilt, as well as of the commission of a crime, or (2) to 
eliminate the corroboration requirement in tax cases. It chose the former. 

But statements relating to net worth are not confessions; they are 
merely admissions of facts which are material to the issue of evasion. 
Nevertheless, the Court held the corroboration rule applicable to all admis- 
sions made after the fact to officials investigating the possibility of wrong- 
doing if the statements embrace an element vital to the Government’s case. 

The corroborating evidence by itself does not have to prove the tax 
evasion beyond a reasonable doubt. It is sufficient if the admissible evi- 
dence as a whole does that. But every material element of the offense must 
be established either by independent evidence or by corroborated state- 
ments of the defendant.** This is not, however, as formidable a barrier 
for the Government as it may seem to be. A statement as to the opening 
net worth may be corroborated by evidence of a prior financial history 


43 348 U.S. at 139. 
44For an excellent, authoritative discussion of this subject, see Baradel, How the 
Practitioner Should Prepare for a Fraud Examination in ProceepIncs or New York 
University TweLtFtH ANNUAL INSTITUTE ON FepERAL TAXATION 57-73 (1954). 
45 Warszower v. United States, 312 U.S. 342 (1941). 
46 Smith v. United States, note 4 supra. 
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which makes the ownership of additional assets unlikely, as in the Smith 
case. Or, said the Court, it may be corroborated by conduct during the 
indictment period which indicates intent to evade tax, such as investments 
and expenditures in excess of currently reported income, as in both the 
Smith and Calderon cases. 

The Smith opinion presents something of a puzzle at this point. The 
treatment of current expenditures and investments as current unreported 
income is valid only if the defendant’s admission as to his opening net 
worth is accepted. A conclusion which is premised on the very fact to be 
corroborated may not logically be considered the corroboration of that 
fact. If this line of reasoning stands, then the corroboration of the de- 
fendant’s net worth admissions is no real problem at all for the Govern- 
ment, since there would be no indictment to begin with if the new invest- 
ments and expenditures in the indictment period did not exceed the 
currently reported income. 


5. Proor or WILFULNESS 


Direct evidence of wilfulness, would, of course, provide all the cor- 
roboration needed and would relegate all other issues to relative unimpor- 
tance. Direct proof of intent to evade is rare, however, particularly in 
cases which go to trial, and especially in net worth cases. Wilfulness ordi- 
narily must be inferred from other facts and, as with any circumstantial 
proof, the evidence must support the inference with directness and cer- 
tainty if the conviction is to stand. The most frequently quoted statement 
of the kind of evidence from which wilfulness may be inferred is found 
in Spies v. United States." 

. affirmative willful attempt may be inferred from conduct such as keep- 
ing a double set of books, making false entries or alterations, or false invoices 
or documents, destruction of books or records, concealment of assets or cover- 
ing up sources of income, handling of one’s affairs to avoid making the records 
usual in transactions of the kind, and any conduct, the likely effect of which 
would be to mislead or to conceal. If the tax-evasion motive plays any part 
in such conduct the offense may be made out. . . . 


Because a net worth case is concerned primarily with year-end balance 
sheets, the manner of conducting and recording the specific transactions 
which produced the income may not receive much attention in the Govern- 
ment’s case, particularly if, as is often the case, there is no specific evidence 
of the type outlined in the Spies case. The Government might even prefer 
to avoid any emphasis on such evidence.*® 








47 317 U.S. 492, 499 (1943). 
48 See, for example, the Remmer case, note 3 supra, where the prosecution success- 
fully prevented defense counsel from examining a large quantity of the defendant’s 
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Is the mere existence of an unexplained deficiency sufficient to support 
an inference of wilfulness? The Court said no.*® Evidence indicating wil- 
fulness was found in the Holland case in “a consistent pattern of under- 
reporting large amounts of income, and of the failure . . . to include all 
of their income in their books and records.” *° Proof of intent was not 
discussed in the Friedberg, Smith, and Calderon cases. 

What if there is no specific conduct showing intent to evade? Suppose 
there is only proof of a large unexplained increase in net worth, without 
any evidence that certain types or categories of income were not recorded. 
Does the expenditure and investment of funds greater than the reported 
income establish “a consistent pattern of underreporting large amounts of 
income’? Apparently not, since such expenditures and investments are 
another way of describing an “unexplained deficiency.” 

How is this question affected by the defendant’s refusal on constitu- 
tional grounds to permit inspection of his books? Since the prosecution 
cannot on its own initiative develop this fact of refusal at the trial without 
violating the defendant’s constitutional rights, the jury may be left com- 
pletely in the dark as to what the books show if the defendant does not 
open the door himself. To what extent may the inference of wilfulness 
be based on the absence of a showing that the books were honestly kept? 
While any inference of this kind would appear to shift the burden of proof 
to the defendant, it would not be safe to rule it out on that ground. Per- 
haps the defendant has at least the burden of going forward, as distin- 
guished from burden of proof, in offering his books or, in the alternative, 
risking the adverse inferences from his failure to do so. 

The Government has not yet prosecuted many cases where there is no 
specific evidence of wilfulness. The writer believes that the next five years 
will, however, see an increasing number of such cases. There is a growing 
tendency in the Treasury and Justice Departments to consider that “bor- 
derline” cases should be decided by juries rather than by Division Heads, 
and the “border” is being pushed out farther and farther. Moreover, we 
may expect a rise in the standards of what is expected of a taxpayer. 
Ineffective partnerships which present only civil tax questions in one 
generation may be considered fraudulent in the next—at first in cases of 
“unpopular” taxpayers and later more generally. Deductions for travel 
and entertainment expense, contributions, and depreciation may go 
through the same evolution. 

But the first big inroad on the doctrine that tax evasion requires proof 


records which the revenue agents had taken several years before, and where the trial 
court quashed a defense subpoena calling for production of such records at the trial. 
49 Holland v. United States, note 4 supra. Sce also Jones v. United States, 164 F.2d 
398 (Sth Cir. 1947) ; Spriggs v. United States, 198 F.2d 782 (9th Cir. 1952). 
50 348 U.S. at 139. 
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of an evil motive is likely to come in the area of net worth prosecutions. 
This is due to the fact that a net worth computation glosses over the ques- 
tion of intent. Technical adjustments are usually eliminated in a “specific 
item” case, not so much out of consideration for the defendant as from 
fear that defense counsel may exploit the non-fraudulent items to his 
advantage. But when a depreciation or capitalization adjustment is simply 
reflected in asset values on the net worth statement and is nowhere labeled 
for what it is, there is less likelihood that a jury would understand the true 
nature of the deficiencies which are shown by the net worth computations 
and therefore less motivation for prosecutors to eliminate such items. 
After all, the bigger the net worth “bulge,” the greater the chance of 
conviction.” 

On the strength of the Supreme Court’s affirmance of the Government’s 
position in the four cases decided last December, the Department of Justice 
has hailed the net worth method as the “answer to tax evaders,” ** and it 
would certainly be understandable if the Government now pushes ahead 
further in enlarging the concept of what constitutes fraud. 


6. INSTRUCTIONS TO JURY 


Because the net worth method is so novel to the courts, the traditional 
phraseology of instructions on reasonable doubt and circumstantial evi- 
dence is not particularly meaningful or pertinent in the evaluation of the 
net worth testimony by the jury. Our jury system is hardly appropriate 
for the resolution of complex mathematical or accounting disputes. The 
jurors are likely to rely upon the the schedule of the accountant who 
impresses them most favorably on the stand, and the revenue agent always 
has a head start in such competition. He is presumed to be more objective 
than the defense accountant who, like the defense attorney, is often looked 
upon, initially at least, as an artist hired to play a particular tune. 

If the defendant is to obtain a fair hearing, the jury should be made to 
see the specific factual problems which underlie the accounting analysis. 
Each net worth exhibit should be viewed as the result of a particular 
selection of facts. The jury’s decision to adopt one exhibit rather than 
another should be based on its own determination of the true facts and 


‘1 This is not idle speculation. Treasury agents frequently recommend that technical 
adjustments be included in a fraud prosecution, and occasionally such adjustments 
actually get into the indictment. The writer knows of the following types of adjust- 
ment having been made in net worth computations in support of a criminal tax evasion 
charge: reduction of deduction for amortization; capitalization of repairs, replacements, 
and modernization items deducted as current expense; disallowance of deduction for 
excise taxes paid on inventory items; accrual of trade accounts receivable of a cash 
basis taxpayer ; transfer to one partner of the capital accounts of other partners actually 
engaged in managing the business. 

52 Press release, 555 CCH {10,886. 
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should not be viewed as the endorsement or rejection of the accountants 
who prepared them. 

It is well to submit exhibits which summarize particular factual theories 
or legal approaches, since the jury cannot long remember a verbal com- 
pilation. It is also in order at times to submit an exhibit which reconciles 
the conflicting prosecution and defense net worth statements, so that the 
specific differences may be pinpointed and basic factual controversies 
highlighted. 

In contrast to the common notion that it is good defense strategy in a 
criminal case to confuse and bewilder the jury, the opposite is often true 
in a net worth case. If specific evidence of wilfulness is not shown, the 
prosecution seeks to create an atmosphere of large sums of money being 
tossed about, with general overtones likely to prejudice a jury, often 
accompanied by statements to the press of what the Government intends 
to prove.™ 

If the defendant is to overcome the adverse inferences which the mere 
bulk of the figures suggests, he needs to educate the jury on the mechanics 
of the net worth method and on the assumptions which it involves. For 
this he needs the help of the court in its charge to the jury. The Supreme 
Court’s recognition of the importance of this is found in the following 
passages from the Holland opinion: ** 


. . . There is great danger that the jury may assume that once the Govern- 
ment has established the figures in its net worth computations, the crime of tax 
evasion automatically follows. The possibility of this increases where the jury, 
without guarding instructions, is allowed to take into the jury room the 
various charts summarizing the computations; bare figures have a way of 
acquiring an existence of their own, independent of the evidence which gave 
rise to them.... 


. . - Trial courts should approach these cases in the full realization that 
the taxpayer may be ensnared in a system which, though difficult for the prose- 
cution to utilize, is equally hard for the defendant to refute. Charges should be 
especially clear, including, in addition to the formal instructions, a summary 
of the nature of the net worth method, the assumptions on which it rests, and 
the inferences available both for and against the accused. Appellate courts 
should review the cases bearing constantly in mind the difficulties that arise 
when circumstantial evidence as to guilt is the chief weapon of a method that 
is itself only an approximation. 


Only the Holland opinion discusses the correctness of the charge to the 
jury, and even there the challenged instructions were general statements 
53 Such statements do not prejudice the defendant, of course, because everyone knows 


that jurors never read the newspapers. 
54 348 U.S. at 127-8, 129; italics added. 
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regarding circumstantial evidence ©’ and reasonable doubt. Reference to 
the briefs of both parties in the Holland case indicates that the Court’s 
instructions emphasized the critical issue to be whether the increased in- 
vestments during the prosecution years came from current business receipts 
rather than from a previously accumulated cash fund. The jurors were told 
that if the Government’s evidence satisfied them beyond a reasonable 
doubt that the Hollands did not have such a cash fund and did not have 
any other source of money than their business income, the verdict should 
be guilty if the other elements of the offense were also proved beyond a 
reasonable doubt. Since the net worth issues in that case related principally 
and specifically to the item of opening cash, the charge appears to have 
clarified the question adequately, even though there seemingly was not 
any generalized summary of “the nature of the net worth method, the 
assumptions on which it rests, and the inferences available for and against 
the accused.” °° 

The broader the factual issues, of course, the more comprehensively 
the instructions must explain the nature and operation of the net worth 
method, since a defendant is entitled to a charge on every factual theory 
which might benefit him.* 


CoNCLUSION 


We may expect a flood of net worth decisions from the various Circuit 
Courts of Appeals during 1955. In addition to the ten remanded by the 
the Supreme Court on January 10, 1955,°* there must be a score or more 
on the Circuit Court calendars. The application to endlessly varying fact- 
situations of the broad rules laid down in the Holland and Smith cases 
should produce more appeals, and probably conflicts in interpretation and 
application, necessitating further Supreme Court clarification and elabora- 
tion, will arise. 

But certain things are already clearly established. The net worth method 
is established as a powerful enforcement weapon. The Government is rela- 


55 The Court held that if a proper instruction on the standards for reasonable doubt 
is given, it would be confusing and incorrect to charge that circumstantial evidence must 
“exclude every reasonable hypothesis other than that of guilt.” Holland v. United States, 
348 U.S. at 139-40. See Rothwacks, Criminal Tax Prosecutions in PRoceepINGs oF NEW 
York University E1GHTtH ANNUAL INSTITUTE ON FEDERAL TAXATION 252-68 (1950) ; 
Burhan, Rules of Proof Employed by Federal Appellate Courts in Reviewing Criminal 
Prosecution, 38 Gro.L.J. 285 (1950); Webster, Section 145(b) and Prior Accumulated 
Funds, 28 Taxes 1065 (1950) ; and Blackburn, Arbitrary Methods of Income Determina- 
tion, 30 Taxes 905 (1952). 

56 Note 54 supra. 

57 United States v. Phillips, 217 F.2d 435 (7th Cir. 1954). 

58 Note 5 supra. 
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tively unfettered in its right to use it at will, without any prior showing 
of inadequate books and with no insurmountable obstacles in establishing 
a sufficient starting point. Realistically, even though not legally, the de- 
fendant will have the burden of proving his innocence once the Govern- 
ment’s net worth computations are introduced. 

Whether the Government’s approach to this powerful enforcement aid 
will be provident use or reckless abuse is a question to be answered in the 
future. In approving rules which go far toward shifting the burden of 
proof to the defendant, the Court must have counted heavily on the 
expectation that the Department of Justice would exercise this power with 
a judicious and temperate hand, and would recognize that “its duty is 
not to convict but to see that justice is done.” 
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Selections from Subchapter J 
JESSE R. FILLMAN 


hs the portions of the Internal Revenue Code of 1954? that deal with the 
income taxation of estates and trusts and their beneficiaries,? Congress 
expressed a number of choices relating to tax policy and to methods of 
effectuating the policy decisions. In this paper some of these matters are 
reviewed with, it is hoped, emphasis, appropriate to the particular subjects, 
on the validity of the policy determinations and on the technical effective- 
ness of the statutory means adopted.* It is hoped, also, that any criticism 
directed at the Code provisions to be discussed will not be unmerited or 
appear to be captious. There is justification, however, for the opinion that 
all the work that went into the statutory revision and all the work now 
required of others should be only in the cause of improvement over the 


old law. 


THE DECISION TO TREAT ESTATES AND TRUSTS AS TAXABLE ENTITIES 
AND TO ALLOW A DEDUCTION FOR DISTRIBUTIONS TO BE TAXED TO 
BENEFICIARIES 


In the 1939 Code the taxes imposed upon individuals were made to 
apply to estates and trusts.* A deduction in addition to those permitted 
individuals was allowed for income “to be distributed currently” to bene- 
ficiaries ° and for income “properly paid or credited” to beneficiaries.* The 
amounts allowed as a deduction were required to be included in the income 
of the beneficiaries.?’ The 1954 Code adopts the same general rules. 


Jesse R. Firman (A.B., Amherst College; LL.B., Columbia Law School) is a 
member of the New York and Pennsylvania Bars. 

1 Hereafter the Internal Revenue Code of 1954 will be referred to as the Code; the 
Internal Revenue Code of 1939 will be referred to as the 1939 Code. References to section 
numbers without further designation will refer to sections of the Code. 

2The provisions referred to are found in Subparts A, B, C, D, and E of Part I, 
Chapter 1, Subchapter J, sections 641-683. 

3 Discussion will avoid policy questions having political overtones, if any, in this 
area, including rates, exemptions, etc. For an excellent explanation of the structure 
and operation of the new sections, see Kamin, Surrey, and Warren, The Internal Revenue 
Code of 1954: Trusts, Estates and Beneficiaries, 54 Cor. L. Rev. 1237 (1954). See also 
Casner, The Internal Revenue Code of 1954: Estate Planning, Parts I and II, 68 Harv. 
L. Rev. 222, 433 (1954). 

4T.R.C. §161 (1939). 

5 T.R.C. §162(b) (1939). 

6 T.R.C. §162(c) (1939). 

T™ER.C. §162(b) and (c) (1939). 








454 TAX LAW REVIEW [Vol. 10: 


The pattern of the 1939 Code was one of long standing, a similar one 
having appeared in the Revenue Act of 1918.° Thus, the decision to retain 
the basic plan of the 1939 Code avoided a change from a scheme which 
presumably had stood a considerable test of time and was a satisfactory 
basis for more detailed provisions. 

The alternatives before Congress were not very attractive, especially in 
the light of the long period the same general statutory treatment had been 
in effect. Two other methods of dealing with estates and trusts suggest 
themselves. One is to treat estates and trusts as non-entities and to tax all 
of the income to the beneficiaries. This is not feasible, if for no other rea- 
son than that in many instances the beneficiaries cannot be ascertained at 
the time the income is received. The other method is to tax estates and 
trusts on all of the income without regard to distributions. Its simplicity 
recommends such an idea, but at least as to existing trusts it would defeat 
a host of expectations. And if the expectations were preserved by making 
the change in the law applicable only to trusts established thereafter, two 
sets of rules would run along together, or perhaps more accurately some 
distance apart, for an indefinite period of time. It is not difficult to reject 
a system that would produce such a result. 

It has been recognized, however, that the idea is not without merit when 
applied to estates in the process of administration. The draft statute pre- 
pared by the American Law Institute in its Tax Project provides that 
estates for a fixed period of time (1.¢., taxable years beginning fifty-one 
months or less after the decedent’s death) should be taxed as individuals 
without the application of trust rules, permitting any estate, however, to 
elect to be taxed as a trust.® Simplicity was the objective of the American 
Law Institute Draft’s general rule; the election was designed to prevent 
undue pyramiding of income in large estates.?° 

Perhaps an objection broader than unfairness to large estates may be 
lodged against such a general rule if no elective escape is granted. Not in- 


8 Revenue Act of 1918, Sec. 219, 40 Stat. 1057, 1071 (1919). A beginning of the plan 
for taxing estates and trusts was made in the Revenue Act of 1916, and while sketchy, 
it contained the essential idea of taxing the fiduciaries as individuals except on the 
amounts distributed or to be distributed to beneficiaries. Revenue Act of 1916, 39 Star. 
756, 757 (1916). 

92 ALI Fep. Income Tax Stat. 147-48 (Feb. 1954 Draft). The Draft, including 
accompanying comments, will be referred to as “ALI Draft.” The treatment of estates 
and trusts in the ALI Draft is discussed extensively in Holland, Kennedy, Surrey, and 
Warren, A Proposed Revision of the Federal Income Tax Treatment of Trusts and 
Estates—American Law Institute Draft, 53 Cor. L. Rev. 316 (1953). See ALI, Com- 
PARISON OF THE AMERICAN LAW INSTITUTE FEBRUARY, 1954 INcomME TAx Drart anp 1954 
INTERNAL REVENUE Cope (1955). See also the proposals of the American Bar Association 
in Program and Committee Reports, etc., Section of Taxation, A.B.A. Rep. 64 (1953). 
See also Baker, Income Tax Planning for Executors, 9 Tax L. Rev. 281, 308 (1954). 
102 ALI, op. cit. supra note 9, at 463. 
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frequently the family breadwinner dies, the family income suffers a sharp 
drop, and the decedent’s surviving dependents may well face the prospect 
of a reduced standard of living. In these circumstances there is hardship if 
tax is imposed upon the income in the estate at a higher rate than would 
be payable by the beneficiaries. This hardship may be mitigated by the right 
to file a joint return for the decedent’s final year with the surviving 
spouse “ and by the new privilege of a surviving spouse maintaining a 
household for dependent children to treat his income tax return as a joint 
one for two years following the year of the decedent’s death.” 

Furthermore, it should be noted that the new provisions of the Code 
devised to prevent tax avoidance by means of accumulation of trust income 
have been made inapplicable to estates,’* so that executors are free to with- 
hold or pay out income as may in the circumstances best suit income tax 
purposes. The application of the trust rules to estates, although limited as 
indicated, creates a number of difficulties in estate administration, as will 
be pointed out later, so that some case can still be made for taxing estates 
entirely without regard to trust rules.* The election proposed by the 
American Law Institute Draft does not recommend itself as furthering 
simplicity, especially since it is a fiduciary that faces the problem.*® But all 
things considered, it cannot easily be said that Congress was unwise in not 
singling out estates for new and rigid tax treatment. 

While providing that the taxes imposed upon individuals shall apply to 
the income of estates and of any kind of property in trust, the Code bor- 
rows from prior law a list of four kinds of income to be included.'® Origi- 
nally this enumeration of classes of income had some real significance, be- 
cause the operative provisions of the statute referred specifically to the 


1 TRC §6013(a) (3). 

12 7.R.C. §2(b). 

18 The so-called five-year throwback rule, sections 665-668, discussed infra note 27. 

14It is assumed that if estates or trusts were to be taxed upon all of their income 
without regard to amounts distributed, no distributions would be taxable in the hands 
of beneficiaries. One would not want to contemplate the reception of any other assump- 
tion in our tax-conscious community. 

15 The arguments for and against such an election are set forth in Holland, Kennedy, 
Surrey, and Warren, supra note 9, at 356-57. 

16 T.R.C. §641. The list is: 

“(1) income accumulated in trust for the benefit of unborn or unascertained persons 
or persons with contingent interests, and income accumulated or held for future dis- 
tribution under the terms of the will or trust; 

“(2) income which is to be distributed currently by the fiduciary to the beneficiaries, 
and income collected by a guardian of an infant which is to be held or distributed as 
the court may direct; 

_“(3) income received by estates of deceased persons during the period of administra- 
tion or settlement of the estate; and 

“(4) income which, in the discretion of the fiduciary, may be either distributed to the 
beneficiaries or accumulated.” 

The list is exactly the same as the one in section 161(a) of the 1939 Code. 
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different classes,” but now the listing is, in the words of the Congressional 
Committees, merely “illustrative of estate and trust income dealt with.” ¥ 
The sweep of the Code is so broad that illustrative material could readily 
have been omitted without fear of missing any taxable income.’® 

Section 642 contains special rules for credits and deductions of estates 
and trusts. The credit for partially tax-exempt interest and foreign taxes 
and the deduction for charitable contributions, net operating loss, and 
emergency and grain storage facilities follow closely the provisions of the 
1939 Code.”° The new credit for dividends received is allowed in respect 
of so much of the dividends as is not properly allocable to beneficiaries, 
The personal exemption of $100 for trusts is increased to $300 only for 
trusts required to distribute all the income currently. The purpose of the 
increase is to eliminate the taxation of small amounts of capital gains in 
such trusts.* All these provisions seem to be clear enough. 

As under previous law,” amounts allowable as deductions for expenses 
and losses in computing the taxable estate of a decedent for estate tax 
purposes may not be allowed as income tax deductions unless the right to 
estate tax deductions is waived. Some clarification would have been helpful 
in regard to the application of the double deduction prohibition to expenses 
and taxes paid in connection with the sale of the assets of an estate. An 
argument was available under the 1939 Code that if the sales resulted ina 
loss or if the payment of expenses and taxes resulted in a loss, the prohibi- 
tion against double deductions applied because losses were allowed under 
section 23; but if the sales resulted .in gains, the expenses and taxes were 
to be used as offsets against selling price in determining the gain and did 
not involve deductions under section 23. Double deductions were therefore 
not prohibited. A specific reference to the income tax deduction section has 
been omitted in the Code,”* but it does not appear that Congress thereby 
intended to make the argument referred to unavailable or to clarify the 
provision. 

17 Revenue Act of 1918, Sec. 219(b), (c), and (d), 40 Srart. 1057 (1919). 


18 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A191 (1954); Sen. Rep. No. 1622, 83d 
Cong., 2d Sess. 340 (1954). 

19 In the ALI Draft the list was omitted on the ground that it excluded nothing and 
the general scope of the statutory coverage could be pointed out in Regulations. 2 ALI, 
op. cit. supra note 9, at 419. 

20 T.R.C. §§163, 168, 162(a), 170, and 172 (1939). 

21 H.R. Rep. No. 1337, op. cit. supra note 18, at 60; Sen. Rep. No. 1622, op. cit. supra 
note 18, at 82. 

22 T.R.C. §162(e) (1939). 

23 The Code refers only to “a deduction in computing the taxable income of the 
estate” and in a separate sentence makes the subsection inapplicable to income in respect 


of a decedent (§642(g)). 
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A new deduction for unused loss carry-overs and excess deductions on 
the termination of estates and trusts has been made available to the bene- 
fciaries.2* This new deduction will be discussed later under TERMINATING 
EsTATES AND TRUSTS. 


Tue DEeEctIsion To GivE FuLL Statutory RECOGNITION 
TO THE CONDUIT PRINCIPLE 


The conduit principle is one under which items of income received by an 
estate or trust retain their character as they pass through the hands of the 
fiduciary and reach the beneficiaries. Typical of such items having signifi- 
cance for tax purposes are tax-exempt interest, tax-free stock dividends, 
and capital gains. Prior to the 1954 Code there was no explicit statutory 
recognition of the principle. Recognition was implied in the provision deny- 
ing an estate or trust a portion of the capital gains deduction related to the 
gain includible in the income of the beneficiaries * and in the provisions 
apportioning depreciation and depletion between the income beneficiaries 
of a trust and the trustee.?° Administrative recognition was of long stand- 
ing.” A different view could be based on the ownership of the property 
involved, i.c., the tax-free bonds, the dividend paying stock, and the prop- 
erty sold at a profit.** The conduit principle, however, would seem appropri- 
ate when the tax is levied on the beneficiaries and not on the estate or trust. 
It is a logical part of the scheme which in effect treats the estate or trust 
as a non-entity with respect to the income distributed to beneficiaries. 

The Code applies the conduit principle to items of income by directing 
that in the absence of an allocation of different classes of items to different 
beneficiaries in the governing instrument, the items distributed shall have 
the same character in the hands of the beneficiaries (and the same propor- 
tions) as in the hands of the fiduciary.” Complication results to some 


24 T.R.C. §642(h). 

25 T.R.C. §117(b) ; Reg. 118, Sec. 39.117 (b)-1. 

26 .R.C. §23(1) and (m) ; Reg. 118, Secs. 39.23(1)-1 and 39.23(m)-1. 

271.T. 622, II-1 Cum. Buty. 135 (1923) (stock dividend); letter ruling, Mar. 12, 
1952, 525 CCH 6157 (stock dividend) ; Reg. 118, Sec. 39.22(b) (4)-5 (Treasury bond 
interest) ; I.T. 3269, 1939-1 Cum. Butt. 163 (Liberty Bond interest) ; see William J. 
Garland, 2 TCM 419 (1943) (tax-exempt interest) ; see Bessie B. Hopkinson, 42 B.T.A. 
580 (1940), aff'd, 126 F.2d 406 (2d Cir. 1942) (capital gain); see a review of the 
matter in Hall Park McCullough, 4 T.C. 109 (1944), rev’d, 153 F.2d 345 (2d Cir. 
1946). 

28 McCullough v. Comm’r, 153 F.2d 345 (2d Cir. 1946), reversing 4 T.C. 109 (1944) ; 
IT. 1506, I-2 Cum. Butt. 163 (1922), reconsidered in I.T. 622, supra note 27. 

29T.R.C. §§652(b) and 662(b). Two provisions are required because of the division 
of Part II of Subchapter J into Subparts B and C relating to so-called “simple” trusts 
and estates and “complex” trusts. 
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degree because of the necessity for allocating deductions among the items,” 
but the mathematics of the computation is correct.* 


The process just described enables the beneficiaries to compute the divi- 
dend exclusion,*® the credit for dividends received,** and the capital gains 
deduction,** if any such gains are paid, credited, or required to be dis- 
tributed. The Code does not specifically provide that the beneficiaries of an 
estate or trust are entitled to the dividend exclusion and the dividend 
credit, but such inference may be drawn from the conduit sections referred 
to above, from a provision that an estate or trust shall be allowed the 
dividend credit only in respect of the dividends not allocable to any bene- 
ficiary, and that, for purposes of both the credit and the exclusion, the 
dividends allocable to beneficiaries shall be deemed to have been received 
by them ratably on the same dates as received by the estate or trust.*° The 
same kind of inference may be drawn in regard to the deduction for capi- 
tal gains, although the Code does not specifically grant the deduction to 
beneficiaries of estates and trusts but only reduces the deduction of the 
estate or trust to reflect the fact that a portion of the gains is includible by 
the beneficiaries.*® 

With respect to items that are distributed in lieu.of income or to com- 
pensate for loss of income, the conduit principle limits the amount taxable 
to the beneficiaries to the amount regarded as income in the hands of the 
estate or trust for income tax purposes. Thus, the Code rejects the decision 


80 L.R.C. §§652(b), 661(b), and 662(b). Normally, the process of allocating deduc- 
tions among items of income is not complicated, but in the case of estates and trusts 
the character of the items is required to be determined with reference to the “dis- 
tributable net income” of the estate or trust which may be greater or less than the 
amount which the beneficiaries have received. Consequently, there are two steps involved: 
first, proper proportions of the deductions are allocated to the items of distributable 
net income of the estate or trust (in accordance with Regulations yet to be issued), 
and second, the percentage which each item is of the distributable net income is found 
and the percentages applied to the income which the beneficiaries are required to include. 
If the income to be included by the beneficiaries is measured by the distributable net 
income, the first step in allocating the deductions among the items would also deter- 
mine the amount of each item and its character in the hands of the beneficiaries, and 
the second step would not have to be taken. 

31 See example in SEN. Rep. No. 1622, op. cit. supra note 18, at 351. Not only wiil 
the items of income be properly characterized and adjusted for allowable deductions, but 
the sum of the amounts taxable to the beneficiaries (before personal exemptions and 
dividend exclusions) is the same as the amount the estate or trust may deduct on account 
of distributions to beneficiaries. 

32 .R.C. §116. 

33 L.R.C. §34. 

34 T.R.C. §1202. 

857.R.C. §642(a) (3). Both Committees stated that a beneficiary is entitled to the 
credit under section 34 for distributions composed of dividends. H.R. Rep. No. 1337, op. 
cit. supra note 18, at A198; Sen. Rep. No. 1622, op. cit. supra note 18, at 347. 

36 T.R.C. §1202. 
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of the Second Circuit Court in Johnston v. Helvering,** where part of the 
proceeds from the sale of property acquired by foreclosure was paid to 
the income beneficiary to compensate for loss of income during the period 
of default. The sale resulted in a net loss to the trust, but the beneficiary 
was held taxable on the distribution. Few will regret the passing of the 
doctrine upon which that case was made to rest, and Congress should not 
be criticized for concurring in the view that the Johnston case was wrongly 
decided.** 

Repudiation of the Johnston case is accomplished by reference to dis- 
tributable net income which in turn is concerned only with taxable income 
unadjusted by items such as those involved in that case.*® Both the deduc- 
tion of the estate or trust and the amount includible by beneficiaries are so 
limited. The method is effective and Congress left no doubt about the 


intention.*?° 


THE Concept OF “DISTRIBUTABLE NET INCOME”; THE PURPOSES 
INTENDED TO BE SERVED BY ITS ADOPTION ; ITS CONSEQUENCES 

Congress devised the concept of “distributable net income” as a quanti- 
tative and qualitative measuring rod of the source and character of estate 
and trust income in order to execute the general plan for the taxation of 
estates, trusts, and their beneficiaries, including the conduit principle and 
other objectives.*’ It is probably erroneous to speak of distributable net 
income as a concept as if it possessed the quality of universality.** Actu- 
ally, it is a variable ; its structure undergoes modifications when it is applied 
to the solution of different problems. Not only is it a compilation of items 
subject to the vicissitudes of most tax determinations, but it consists of 
items that are added for one purpose and excluded for another. As the 
applications are observed in detail, the modifications referred to will be 


apparent. 


TAXABLE INCOME 
The computation of the distributable net income of an estate or trust 
begins with the taxable income,** computed in the same manner as in the 


37 141 F.2d 208 (2d Cir. 1944), cert. denied 323 U.S. 715 (1945) ; see also Plunkett v. 
Comm’r, 118 F.2d 644 (1st Cir. 1941) ; McCullough v. Comm’r, supra note 28. 

88 See Frank, J., dissenting in McCullough v. Comm’r, supra note 28, at 347. 

39 T.R.C. §§651(b), 661(a), 652(a), and 662(a) (2). 

40H.R. Rep. No. 1337, op. cit. supra note 18, at A197; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 346. 

41 H.R. Rep. No. 1337, op. cit. supra note 18, at A194; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 343. See also ALI, op. cit. supra note 9, at 414; Holland, Kennedy, 
Surrey, and Warren, supra note 9, at 331-333. 

42 The term is described as a “concept” in H.R. Rep. No. 1337, op. cit. supra note 18, 
at 61 and Sen. Rep. No. 1622, op. cit. supra note 18, at 82. 

437.R.C. §643(a). Taxable income is a new term. H.R. Rep. No. 1337, op. cit. supra 
note 18, at A20; Sen. Rep. No. 1622, op. cit. supra note 18, at 170. i 
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case of an individual.** Taxable income means gross income minus the de- 
ductions allowed by Chapter 1 other than the standard deduction.** Since 
distributable net income is used by the Code as the measure of the maxi- 
mum deduction allowed an estate or trust for distributions to beneficiaries 
and the maximum amount includible in the income of beneficiaries,** the 
use of taxable income as a base will, unless other adjustments intervene, 
bring about a number of important tax results relating to subjects dis- 
cussed immediately below. 

Limiting the wasting of deductions. Since distributable net income is the 
limit on the amount of income includible by the beneficiaries of an estate 
or trust, all allowable deductions are permitted to reduce proportionately 
the income includible by the beneficiaries if all the income is distributed. 
Thus, the income beneficiaries will, in effect, get the benefit of all allowable 
deductions, including those charged to corpus, and no deductions will be 
wasted by reason of the estate or trust not having any income left subject 
to tax.*? This result was intended.** The Committee Reports justify this 
change in the law solely by reference to the fact that the deductions may 
otherwise be wasted. Since the Revenue Act of 1921 the prior law had 
contained a specific provision disallowing a deduction to the holder of a 
life or terminable interest acquired by gift, bequest, or inheritance for any 
item deductible in computing the net income of an estate or trust but not 
allowed under local law in computing the income to which the holder was 
entitled.” It has been suggested that the new rule is theoretically justi- 
fiable on the ground that a distribution in excess of taxable income consti- 


44 T.R.C. §641(b). 

45 ..R.C. §63(a). 

46 With respect to so-called “simple” trusts, the deduction is allowed for the income 
of the taxable year which is required to be distributed currently but not in excess of the 
distributable net income (I.R.C. §651). (For the purpose of computing the deduction, 
the distributable net income does not include items of income which are not included 
in gross income and the deductions allocable thereto.) The amount includible by the 
beneficiaries is similarly measured (I.R.C. §652). In the case of estates and complex 
trusts, the deduction is allowed for all distributions but not in excess of distributable 
net income, and the amount includible by the beneficiaries is similarly measured (I.R.C. 
§§ 661 and 662). 

47 If the deductions are in excess of the gross income, they will be wasted except for 
the deduction allowed beneficiaries in the year the state or trust terminates (1.R.C. 
§642(h) ), discussed at p. 474 infra. 

48 H.R. Rep. No. 1337, op. cit. supra note 18, at A197; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 346. 

49 Revenue Act of 1921, Sec. 215(b), 42 Strat. 227 (1921). The provision was ap- 
parently originally included in the law to prevent tax evasion by having the trust realize 
losses which could be deducted by the beneficiaries. See comment of Congressman 
Hawley, 61 Conc. Rec. 5203 (1921). The same provision appeared in section 24(b) of 
the 1939 Code. 
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tutes a distribution of corpus to the extent of deductions charged to cor- 
pus.°° This view finds some support in the provisions of prior law per- 
mitting an apportionment of the deductions for depreciation and depletion 
of trust property between the trustee and the income beneficiaries.** Sim- 
plicity may be served by establishing a federal rule relating to the deducti- 
bility of items rather than relying upon local rules which may vary as to 
where the items are to be charged.®? The change should be disapproved, 
however, on the ground that it is unsound as a general principle to give 
one person the benefit of a deduction when the burden of the expenditure 
involved is borne by another.** 

The criticism just expressed may gather some weight from a considera- 
tion of further results which may flow from the new rule. Since capital 
gains allocated to principal are excluded from distributable net income ™* 
before the deductions are allocated among the items of distributable net 
income, it would follow that where all the income is distributed and the 
estate or trust has capital gains, the income beneficiaries would get the 
benefit of all allowable deductions. This includes deductions charged to 
corpus although they would not otherwise be wasted to the extent of the 
capital gains.°° The same result would obtain when a trust receives extraor- 
dinary dividends or taxable stock dividends that are allocable to corpus.*® 
The new rule goes beyond the expressed purpose of preventing the wast- 
ing of deductions and, in the instances cited, deprives the principal account 


50 ALI, op. cit. supra note 9, at 414. 

51 7.R.C. §23(1) and (m) (1939). 

52 See discussion in Holland, Kennedy, Surrey, and Warren, supra note 9, at 326-327, 
where it is concluded that the rule under discussion is “defensible on some grounds and 
vulnerable on other grounds.” Compare section 651 which limits the amount includible by 
the beneficiaries to the income required to be distributed currently if less than distributable 
net income. This provision together with the definition of income in section 643(b) sug- 
gests that the trust instrument and the local law (especially the former) could limit the 
income includible by the beneficiaries by authorizing or directing that expenditures 
unallowable as deductions be charged against income, ¢.g., capital expenditures. In such 
cases there would be no uniform federal rule. 

53Of course, the income beneficiaries suffer to some extent from the expenditure 
because there is less corpus to produce income, but that reduction will be reflected in 
the smaller income required to be reported in future tax returns. 

54T.R.C. §643 (a) (3). 

55 Analysis of the example used by the Finance Committee shows that this statement 
is correct. Sen. Rep. No. 1622, op. cit. supra note 18, at 351. In that example the trust 
has $20,000 of long-term gains. At page 352 the Report states that the trustee is taxable 
on $9,900—$20,000 less 50 per cent of capital gains and the personal exemption of $100— 
although there were commissions charged to principal account of $1,100. 

56 This comment applies only to simple trusts, because such items are not excluded 
from distributable net income in the case of estates and complex trusts (I.R.C. 


§643(a) (4)). 
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of tax deductions by effectively transferring the benefit of the deductions 
to the income beneficiaries. The result cannot be approved. 

In the year of the termination of a trust where Congress tried to give 
the remaindermen the benefit of deductions that would otherwise be 
wasted,” the definition of distributable net income gives the income bene- 
ficiaries the full benefit of the deductions for the expenses of the final 
year although they are charged to corpus and allows the remaindermen 
only the excess of deductions over gross income.®® Under prior law tax 
advisers were familiar with the tax saving that could be had by realizing 
capital gains in the same year as necessary expenses charged to corpus 
were incurred. Under the Code there will be an opportunity for greater 
tax reduction in many cases when the persons interested in the principal 
and income accounts are willing to achieve the greatest possible saving no 
matter which account gets the benefit. The principle to be followed is to 
incur the corpus expenses in the year of highest ordinary income, if pos- 
sible, and to avoid in the final year of an estate or trust the realization of 
capital gains that would become part of distributable net income and thus 
share the expenses © in a lesser tax bracket than the ordinary income of 
the beneficiaries. Where the persons interested in the principal and income 
accounts are not in such accord, the Code unduly favors the income bene- 
ficiaries. 

In the case of estates and discretionary trusts when less than the full 
amount of income is distributed, some of the results of the rules should be 
observed. Assume a trust (or an estate) with current income of $20,000 
that is to be distributed to the beneficiary or accumulated as the trustee de- 
cides. Expenses charged to corpus are $5,000, and the trustee distributes 
$10,000 and accumulates $10,000. The trust is taxable therefore on 
$5,000, and the beneficiary is taxable on $10,000. In other words, the 
income accumulation receives the benefit of all of the deductions charged 
to corpus. This will be so unless the trustee distributes an amount in ex- 
cess of the distributable net income to the beneficiary, whereupon the bene- 
ficiary will obtain the benefit of the deductions to the extent of that ex- 
cess. Thus, if the trustee distributes $16,000 and accumulates $4,000, 


57 Where all of the income not allocable to corpus is not distributed, the deductions 
would remain with the estate or trust to the extent of the retained income. See discussion 
of this result in examples at pp. 463-464 infra. 

58]f there are capital gains in the final year, they will be treated as a part of dis- 
tributable net income (see p. 466 infra) and will share a proportion of the deductions 
charged to corpus. Thus, the principal account in the final year might retrieve part of 
the benefit of such deductions. 

59 See note 58 supra. 

60 This view is confirmed by the fiduciary tax return and the instructions pertaining 
thereto. TREAS. Dep’t, INT. Rev. Serv. Form 1041; Instructions for Form 1041, Specific 
Instructions 36. 
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the beneficiary will be taxed on $15,000 and the trust on none. Another 
unfortunate application of the rules under discussion occurs in a trust to 
pay the income equaily to beneficiaries A, B, C, and D with power to ac- 
cumulate for any beneficiary during minority. Assume again $20,000 of 
income and expenses of $5,000 charged to corpus. A is a minor; the 
trustee accumulates $5,000 for A and pays $5,000 each to B, C, and D. 
The trust thus has no taxable income; B, C, and D each has $5,000 of 
taxable income from the trust. There is discrimination in favor of A (or 
his account), simply because he has not reached twenty-one. In these ex- 
amples there is not much improvement over prior law under which the 
same results would be reached, except that under prior law the income 
beneficiary would never benefit from a deduction charged to corpus. 

Two other examples of technical failures in the deduction provisions 
are of considerable importance. Where deductions have been allocated to 
items of trust income that are paid, credited, or required to be distributed 
to beneficiaries, the statute does not define the consequences of the alloca- 
tion upon special credits allowed in connection with such items. 

(1) Assume a trust required to distribute its income, which has for 
the taxable year dividends from a foreign corporation of $850 (net after 
withholding $150 of foreign taxes) and domestic dividends of $6,000. 
Deductible expenses are $1,000. Under the instructions issued for Form 
1041, the trustee may choose to allocate the expenses first against the item 
of foreign dividends until it is exhausted.® If the expenses are allocated 
against the foreign dividends (Form 1041, Schedule H, p. 2, col. 5), 
what happens to the foreign tax credit? Section 642(a)(2) allows an 
estate or trust a credit for foreign taxes only in respect of so much of such 
taxes as is not properly allocable to the beneficiaries under section 901. 
In the latter section the beneficiary of an estate or trust is allowed as a 
credit “the amount of his proportionate share” of the foreign taxes. And 
section 904 limits the credit to that proportion of the federal tax which 
the taxable income from the foreign country bears to the entire taxable 
income. The instructions accompanying Form 1041 state: © 

The amount allocable to each beneficiary is that part of the total of each 
item which is proportional to the amount of the corresponding income item 
included in the gross income of the beneficiary. 

The Commissioner apparently interprets the statute as disallowing the 
credit in the circumstances of the example whether the deductions involved 
are chargeable to income or to corpus. If not claimed as a credit by the 
trust, the foreign taxes would presumably be an allowable deduction un- 


61 Ibid. 

62 [bid. 

68 T.R.C. §164. It does not appear that in the example under discussion any of the 
credit would remain available to the trust if there were a tax payable by the trust, e.g., 
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der section 164, reducing the taxable income of the estate or trust and 
consequently the distributable net income. 

(2) A similar difficulty exists in connection with the credit for divi- 
dends received. Section 642(a)(3) allows an estate or trust the benefit 
of the credit only in respect of so much of the dividends as is not properly 
allocable to any beneficiary. Section 34 allows a credit for four per cent of 
domestic dividends received and “included in gross income” but limited to 
four per cent of taxable income. Under earlier laws, when a credit for the 
purpose of normal tax was allowed for the amount of dividends re- 
ceived,” the beneficiaries of estates and trusts were allowed the propor- 
tionate share of such dividends “reauired to be included in computing 
. . . [their] net income,” 
the estates or trusts.” It was held that deductible expenses reduced the 
amount of dividends for the purpose of computing the credit the bene- 
ficiaries could claim.® In the cited cases it appears that the expenses were 
charged to income, and consequently there is no indication whether the 
result would be different if expenses chargeable to corpus had been 


and any remaining amounts were allowed to 


involved. 

It is submitted that the new provisions of the Code relating to allow- 
able deductions do not achieve the purpose of the statutory revision to pro- 
vide a logical arrangement designed to plug loopholes and cure inequities.” 

Handling tax-free income. Dependent upon taxable income as the foun- 
dation of its computation, distributable net income would exclude tax- 
exempt interest. But, as the Committee Reports explain, since distributable 
net income is used to determine the character of items distributed to bene- 
ficiaries ®* (and to allocate deductions among the items), tax-exempt in- 
terest is added back to distributable net income. As a part of distributable 
net income or as income paid, credited, or required to be distributed, the 
tax-exempt interest is required to be included in the gross income of the 
beneficiaries.”° Other provisions advise the beneficiaries, however, as has 
been pointed out above, that although the tax-exempt interest is now in- 


on capital gains. A subject for speculation is whether the income beneficiary is bound 
by the trustee’s action in selecting items among which deductions are to be allocated. 
It is clear that the beneficiary may choose a credit irrespective of the trustee’s action in 
that respect. Reg. 118, Sec. 29.131-1. 

64 For example, Revenue Act of 1926, Sec. 216(a), 44 Srar. 9 (1926). 

65 Td. Sec. 219(d). 

66 Elsie Samstag, 26 B.T.A. 957 (1932) ; Mim. 3584, VI-2 Cum. Butt. 72 (1927). 

67 Sen. Rep. No. 1622, op. cit. supra note 18, at 82. 

68 H.R. Rep. No. 1337, op. cit. supra note 18, at A194; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 343. 
69 T.R.C. §643(a) (5). 
70 T.R.C. §§652(a) and 662(a). 
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cluded in gross income, its character has not been lost.*! The conclusion is 
irresistible though not expressed, that the tax-exempt interest may once 
again be excluded from gross income under the statutory provision which 
eliminated it originally in computing taxable income and made necessary 
its restoration in computing distributable net income.** The statute is 
clear that in computing the deduction for distributions the estate or trust 
is required to compute distributable net income without including tax- 
exempt interest.** Although this method of handling tax-exempt interest 
is undoubtedly effective, it would be hard to devise, language-wise, a more 
awkward way to accomplishment. 

While singling out tax-exempt interest for the treatment just described, 
the Code neglects other items of income that are excluded from gross in- 
come, é.g., non-taxable stock dividends."* It should not be assumed, how- 
ever, that other items excluded from gross income are to be treated differ- 
ently from tax-exempt interest.” They are effectively freed from tax be- 
cause they never get into distributable net income unless specifically added 
to taxable income. And it is doubtful whether tax-free stock dividends, for 
example, will, if distributed, be able to escape an allocation of part of 
the expenses, even though the direction to allocate deductions refers only 
to items of distributable net income.’® The failure to include such stock 
dividends in distributable net income along with tax-exempt interest must 
be regarded as a Congressional oversight. If these observations are cor- 
rect, it suggests that the rather complicated procedure prescribed for tax- 
exempt interest was not strictly necessary. 

Items not constituting taxable income to the estate or trust. As pointed 
out in the first section of this paper, the employment of taxable income as 
the starting point in the computation of distributable net income insures 
that items, such as the proceeds from unproductive property, which are 


71 T.R.C. §§652(b), 661(b), and 662(b). See discussion p. 457 supra. 

72 The exemption for municipal, etc. bond interest is found in section 103(a). See SEN. 
Rep. No. 1622, op. cit. supra note 18, at 347. 

73 Sections 651(b) and 661(b) require the elimination of any item not included in the 
gross income of the estate or trust. 

74 Foreign income in the case of a foreign trust and the dividend exclusion are re- 
stored to distributable net income (I.R.C. §643(a)(6) and (7)), but other items, such 
as income from discharge of indebtedness, recovery of bad debts, etc., are not restored 
to distributable net income although they might be distributable as trust income. See 
LR.C. §§108, 109, and 111. 

7 The Committee Reports refer to the necessity of adding back to distributable net 
income all items not includible in gross income of the estate or trust. H.R. Rep. No. 
1337, op. cit. supra note 18, at A194; Sen. Rep. No. 1622, op. cit. supra note 18, at 
343 and discussion at 347. As pointed out in note 73 supra, any item not included in 
gross income is required to be eliminated from distributable net income in determining 
the deduction of an estate or trust on account of distributions to beneficiaries. 

78 LR.C. §§652(b), 661(b), and 662(b). 
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distributed in part to income beneficiaries to compensate for loss of income, 
will not be subjected to tax unless they constitute income to the estate 
or trust. But what is not clear is whether any deductions will have to be 
allocated to such items if they are distributed in the same year when 
amounts of taxable income are distributed.” Perhaps this will occur so 
infrequently as to be of only minor concern. 

Items of gross income allocable to corpus. In the computation of dis- 
tributable net income certain items are in some circumstances excluded 
because they are allocable to the corpus of the estate or trust. Some of the 
tax consequences attaching to such exclusions are discussed immediately 
below. 

1. Capital gains and losses. Gains from the sale or exchange of capital 
assets are excluded from distributable net income to the extent that they 
are allocable to corpus and are not paid, credited, or required to be dis- 
tributed to beneficiaries, or paid to or set aside for charities. Capital losses 
are restricted to the offsetting of gains that are included in distributable 
net income because they are paid, credited, or required to be distributed.” 

The allocation of capital gains to corpus in accordance with local law is 
familiar. The distribution of capital gains as such under the direction of 
the trust instrument has been observed.”* In what other circumstances cap- 
ital gains will be treated as paid or credited to beneficiaries is not free 
from doubt. The issue assumes importance in connection with the rule that 
all estate and trust distributions are income to the extent thereof,®° the 
so-called five-year throwback rule,** and the taxation of terminating estates 
and trusts and their beneficiaries.** It should be noted that the statutory 
language is in the conjunctive, so that in order to be excluded from dis- 
tributable net income, capital gains are required to be both allocated to 
corpus and not paid or credited. The language admits of the possibility that 
capital gains may be allocated to corpus when received and later paid out 
as capital gains. The House Report reflects this view in the following 
statement : §* 


. .. Since in the year of termination capital gains which are allocable to 
corpus will actually be paid or credited to the beneficiaries succeeding to the 


77 In the discussion of the allocation of deductions, it is assumed that deductions 
directly related to items would be allocated to such items. Our concern is with deduc- 
tions that cannot be related directly to any specific items and are required to be 
allocated among all items subject to such allocation under the statute. 

78 T.R.C. §643(a) (3). 

7? Amy H. Du Puy, 32 B.T.A. 969 (1935); Anna M. Chambers, Trustee, 29 B.T.A. 
971 (1934), aff'd, 77 F.2d 95 (2d Cir. 1935) ; see also Reg. 118, Sec. 39.117(b)-1. 

80 See discussion p. 468 infra. 
81 See discussion p. 477 infra. 
82 See discussion p. 474 infra. 
83 H.R. Rep. No. 1336, op. cit. supra note 18, at A204. 
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property, the capital gains will be includible in distributable net income and 
will be taxable to the recipient beneficiaries rather than to the fiduciary. (Cf. 
Carlisle v. Commissioner, 165 F.(2d) 645.) 
The issue in such a case is, however, whether the gains are paid out as 
gains or as corpus under the statute. In regard to that question the quoted 
statement from the Report is a tautology. The conclusion that a distribu- 
tion of all the assets of an estate or trust is necessarily required to include 
a distribution of the final year’s capital gains as capital gains has, however, 
gained acceptance.** It is submitted that it would have been better to 
exclude capital gains from distributable net income except in cases where 
the trust instrument provides for their distribution as such.® 

2. Other items of income allocable to corpus. Extraordinary dividends 
and taxable stock dividends ** are excluded from distributable net income 
if the fiduciary in good faith determines that under the terms of the trust 
instrument and the local law the dividends are allocable to corpus and are 
for that reason not paid or credited to a beneficiary.*’ The exclusion 
applies, however, only for purposes of Subpart B, that is, to so-called sim- 
ple trusts. The reason for this distinction is not immediately apparent but 
it was probably made as a part of the plan to reduce the complications 
involved for simple trusts.** Whatever the original purpose, it appears that 
these items will, if later distributed, be caught up in the five-year throw- 
back rule,®® discussed infra. Aside from that, it would seem that the dis- 
tinction between simple trusts and estates and complex trusts makes it 
certain that these dividend items may reenter distributable net income after 
having once been allocated in good faith to corpus. This may be brought 
about if, after a dividend has been allocated to corpus, a distribution of 
corpus later in the year makes a complex trust out of what appeared to be 
a simple trust. The rule that all distributions are out of income ® to the 
extent thereof would, unless the separate shares rule ** operates, cause the 
dividends to be treated as having been distributed. It should not be sur- 


84 Kamin, Surrey, and Warren, supra note 3, at 1241. 

85 The ALI Draft adopted the suggested treatment of capital gains using the following 
language: “The amount of any capital gain shall not be included [in distributable net 
income] unless the amount is utilized in the determination of the amount available to an 
income beneficiary.” (p. 124) See Holland, Kennedy, Surrey, and Warren, supra note 9, 
at 333. A similar question is present in connection with income of a decedent which 
when received by the estate is corpus. Will a distribution of corpus in the same year 
be deemed to have distributed the income in respect of a decedent? 

86 Cf. I.R.C. §305. 

87 L.R.C. §643 (a) (4). 

88H.R. Rep. No. 1337, op. cit. supra note 18, at A195; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 344. 

89 T.R.C. §§665-668; Sen. Rep. No. 1622, op. cit. supra note 18, at 358. 

90 See p. 468 infra. 

91 T.R.C. §663(c), discussed infra p. 471. 
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prising if even very experienced practitioners are confused by this kind of 
statutory legerdemain. 

Apparently concentrating on the possibility of tax avoidance, Congress 
may well have missed the most common problem in connection with 
extraordinary dividends and taxable stock dividends. It is more likely that 
fiduciaries will be faced with uncertainty about what to do with the divi- 
dends.*? than with an opportunity to make in bad faith a tax-wise advan- 
tageous allocation to corpus. It is believed that fiduciaries place dividend 
items about which they are uncertain in suspense accounts until the uncer- 
tainty is resolved by legal counsel or judicial accounting. Even though the 
suspense account is technically in principal, it is doubtful that in such cases 
the dividends have been determined to be allocable to corpus. It may be 
that the Secretary has enough authority to provide by regulation that any 
failure to distribute such dividends would constitute an allocation to corpus 
and that the presence of uncertainty would be proof of good faith. Perhaps 
it would have been preferable to have established an objective standard 
for governing the tax consequences in an area that needs clarification.” 

The test of a good faith determination that extraordinary dividends and 
taxable stock dividends are allocable to corpus is also used in connection 
with the definition of income for the estate and trust sections of the Code.™ 
The term “income” when not preceded by one of the modifying words used 
in Subparts B, C, and D means income for the taxable year determined 
under the terms of the governing instrument and local law. Extraordinary 
dividends and taxable stock dividends allocable to corpus are not considered 
income. Consideration of the meaning of income leads to the next topic 
under review. 


ELIMINATING TRACING; THE RULE THAT ALL DisTRIBUTIONS 
ARE FROM INCOME TO THE EXTENT THEREOF 


These subjects might well have been discussed under the subheadings of 
distributable net income, but they are important enough to deserve inde- 
pendent treatment. 

In the Committee Reports much is made of the feat of eliminating the 
necessity of tracing income.* Tracing of income “generally” °° and more 
specifically tracing “to the income of the estate or trust for the current 


92 For a review of the rules in various jurisdictions, see 2 Scott, Trusts §§236.3 and 
236.4 (1939). 

93 See KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND Estates §§205C and 
205D (1948). 

94 T.R.C. §643(b). 

95 Sen. Rep. No. 1622, op. cit. supra note 18, at 83, 349; H.R. Rep. No. 1337, op. cit. 
supra note 18, at 61, A199. 

96 Sen. Rep. No. 1622, op. cit. supra note 18, at 349. 
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year” *” is pretty clearly considered good riddance. But even if Congress 
is satisfied thereby, there are others who will find it a mixed blessing. The 
trouble and inconvenience involved in tracing distributions to a non-tax- 
able source or to one already taxed at a lower rate than they would other- 
wise bear formerly found their reward in the tax savings involved. The 
loss of the last remaining part of this opportunity for tax reduction would, 
no doubt, be borne with resignation, if it were not, as is so often the case 
when “loopholes” are filled, accompanied by other undesirable consequences 
of the method adopted. 

Tracing problems are removed by the “approach” ® which treats any 
distribution by an estate or trust as a distribution of current income to the 
extent of its taxable income for the year. This principle is described as 
being similar to the determination whether a corporate dividend has been 
distributed.*® Thus, a distribution by an estate or trust would be treated as 
a distribution of income to the extent of the income of the year even 
though received subsequent to the distribution. The Code accomplishes this 
result by providing, with respect to estates and complex trusts,’ that a 
deduction shall be allowed the estate or trust and the beneficiaries shall 
include (1) income of the year required to be distributed currently plus 
(2) any other amounts paid or credited or required to be distributed.?% 
A moment’s reflection will reveal that the principle under discussion can- 
not be applied without important exceptions. Exceptions developed in the 
Code are discussed immediately below. 

Exception for gifts and bequests. In determining the deduction of estates 
and trusts on account of distributions and the amount includible by bene- 
ficiaries, the Code excludes any amount which, under the terms of the gov- 
erning instrument, is paid or credited as a gift or bequest of a specific sum 


97 Td. at 82, 83. 

98 The term “approach” is used in the Senate Report to cover the rule that all dis- 
tributions are deductible by the estate or trust to the extent of income and the “concept” 
of distributable net income. SEN. Rep. No. 1622, op. cit. supra note 18, at 82, 83. 

99 Td. at 349. 

100 That is, estates and trusts governed by Subpart C. The terms “simple” and 
“complex” are not used in the statute. The Committee Reports have borrowed the ex- 
pressions from the comments in the ALI Draft. H.R. Rep. No. 1337, op. cit. supra note 
18, at 61; Sen. Rep. No. 1622, op. cit. supra note 18, at 83; ALI, op. cit. supra note 9, 
at 414. The rule under discussion has no application to simple trusts because Subpart 
B governs only trusts that provide for the distribution currently of all the income, do 
not provide for any charitable beneficiaries, and do not actually make any distributions 
in a given year other than the current income (I.R.C. §651(a)). Subpart C governs 
estates and those trusts which are not governed by Subpart B (I.R.C. §661(a)). A trust 
which is governed by Subpart B in one year may be governed by Subpart C in a subse- 
quent year if a distribution other than from income is made. All trusts become “complex” 
in the year in which the corpus is distributed and the trusts terminated. 

101 ].R.C. §§661 and 662. Both the deduction and the amount includible are limited to 


the distributable net income. 
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of money or of specific property, provided (1) it is paid or credited all at 
once or in not more than three installments and (2) it cannot be paid only 
from income. The exception does not include distributions which the trustee 
may or may not make in his discretion. Discretion may not exceed a power 
to decide when the specified less-than-four installments are to be made. A 
gift of income to be accumulated or a gift to be paid only out of accumu- 
lated income is not within the exception.’ As to trusts, distributions not 
qualifying as gifts may escape being included in distributable net income 
under the separate shares rule.’°? Estates, however, are left exposed in 
this area because the separate shares rule is applicable only to trusts, and 
the tier system,*** which separates income required to be distributed from 
other amounts distributed, will generally not apply to distributions from 
estates. The difficulties for estates are real, especially in view of the fact 
that residuary legacies cannot be described as gifts or bequests of specific 
sums or specific property. Examples may bring out the nature of the 
problems. 

(1) The executor of A’s estate wishes to set up in part the trust of the 
residuary created by A’s will with a portion of the residuary estate. The 
current income of the estate has not been distributed and the executor does 
not wish to distribute it for tax and other reasons. Under the new Code 
provisions the trust cannot be set up without making either the trust or 
its beneficiaries taxable to the extent of the estates’s current income. If 
principal alone is distributed to the trust, there will be no income for the 
trust to pass along, so the trust corpus will be liable for income tax on 
an amount of taxable income imputed to the trust. Perhaps, if the trust is 
required to distribute all its income, the amount of its taxable income would 
be taxed to the beneficiaries, whether distributed or not, even though not 
paid out by the executor. The executor may as well distribute the income 
at the same time as the principal either to the trust or directly to the bene- 
ficiaries.*” An alternative is to wait until the following year to set up the 
trust but that, of course, would involve the executor in the same kind 
of problem in respect to the following year’s income. The income of the 
estate for the following year, however, may be substantially less by reason 


102 Sen. Rep. No. 1622, op. cit. supra note 18, at 354. Cf. ALI Draft, op. cit. supra 
note 9, at 440. 

103 See p. 472 infra. 

104 See p. 473 infra. 

105 Presumably a distribution directly to the beneficiaries (which may be desirable in 
order to avoid double commissions) would relieve the trust of tax. On the theory that 
if the trust has constructively received income for tax purposes, it may constructively 
distribute it, at least if the beneficiaries actually receive it. If not, difficulties similar to 
those encountered in Example (2) would have to be faced. 
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of the distribution of principal and the problem thus reduced to one of 
little significance.* 

(2) A’s will provides that one-half of the residuary shall be paid to his 
widow and the remainder, after the payment of taxes, shall be held in trust 
for the children. The residuary is $1,000,000, the estate taxes $150,000. 
When the estate taxes have been paid, the executor wishes to make an 
equalizing distribution of $150,000, so that for the remaining period of the 
administration the interest of the widow and that of the trust will be 
equal. The executor must be advised that under the Code the contemplated 
distribution to the widow will cause her to be taxed upon an amount 
equal to the entire current income of the estate amounting to $40,000. The 
executor then proposes to make an equal distribution of the income between 
the trust and the widow before making the distribution of principal to the 
widow. At this point he must be advised that tracing has been eliminated 
so that his proposal, when complete, will result in the widow’s being 

£20,009 > $40,000. 
190,000 

Variations on the theme of the two examples could be played with 
emphasis on the difficulty of making principal distributions, other than pro 
rata, in order to meet special needs. If the theme demonstrates anything, it 
is that the new provisions have not made the life of an executor easier and 
that the rules now enacted are not well adapted to estates in the process of 
administration. It does not, however, demonstrate that executors cannot 
manage somehow to avoid tax disaster by the exercise of care. 

It is perhaps worth a moment to consider how these rules can ever be 
policed by the Internal Revenue Service. There has been some experience 
in the area, inasmuch as the prior law applied the principle that all distribu- 
tions (except gifts and bequests not payable at intervals) are from income 
to the extent thereof, in the tax treatment provided for annuities, and in the 
rule that income of a prior period distributed after the first sixty-five days 
of any year shall be considered income of the taxable year when distrib- 
uted.’”* The clue to the point when information should be required on the 
fiduciary return and at which the examining agent should be alert is found 
in the trust or estate that claims to have some or all of its income subject 
to tax on the fiduciary return. If the return in such a case shows that other 
amounts have been distributed, an explanation will be in order as to why 
income remains taxable to the fiduciary. 

The separate shares rule. When the rule that all distributions are deemed 


taxed on 





106 There are cases in which the executor made distributions of principal before the 
enactment of the 1954 Code and without knowledge that his action would be treated as a 
distribution of the estate’s current income. A revision of tax planning in such cases 
became necessary when the 1954 Code became law. 

107 T.R.C. §162(d) (1) (1939) ; Reg. 118, Sec. 39.162-2. 
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to be from income would tax a distributee of principal on income that has 
been accumulated for another, the separate shares rule may create an 
exception.’ The rule is broadly stated in the statute and is to be detailed 
by Regulations. From the example in the Finance Committee Report 1 it 
appears the subsection will be applied with respect to a distribution of trust 
corpus to a beneficiary having no interest in the trust income, so that there 
will be no taxable income to such a beneficiary even though all of the 
distributable net income is not taxable to other beneficiaries. In such a case 
the recipient of the corpus distribution will be found to have a share in 
the trust substantially separate from, and independent of, the income bene- 
ficiaries’ shares, and his share will therefore be treated as a separate 
trust.° Whether or not one approves of the all-distributions-are-from- 
income rule, this exception would seem to be well directed. The failure of 
the exception to cover estates is unfortunate, and it is regrettable that the 
scope of the exception in regard to trusts is not more cleary indicated in 
the statute. 

The separate shares rule will inevitably cause difficulty because of the 
peculiarities involved in the definition of distributable net income. For 
example, if capital gains are realized and allocated to corpus in a year in 
which a distribution of corpus is made to a beneficiary, it is doubtful that 
the separate shares rule may be used to prevent the taxation of capital gains 
to the recipient of the corpus distribution. The only possible deterrent is 
an interpretation of the statute to the effect that once a gain is allocated to 
corpus, it may not be pulled back into distributable net income by a dis- 
tribution from corpus which is unrelated to the circumstance that a capital 
gain was realized in the same year. Such an interpretation cannot be pre- 
dicted with certainty in view of the widely accepted notion that a capital 
gain once allocated to corpus may be treated as paid to beneficiaries if the 
estate or trust happens to be terminated in the same year and the principal 
thereof distributed." 

If an extraordinary dividend or taxable stock dividend is received by a 
trust in the same year that a distribution of corpus is made to a beneficiary, 
it does not seem that the separate shares rule can prevent the dividend 
from being taxed to the recipient of the distribution to the extent thereof. 


108 T.R.C. §663(c). 

109 Sen, Rep. No. 1622, up. cit. supra note 18, at 355. 

110 The separate rule will probably not be limited to cases where the recipient of 
corpus has no interest in income but will embrace cases where he has a share of 
income but no interest in the accumulated income. See Kamin, Surrey, and Warren, 
supra note 3, at 1258. Another way of expressing the scope of the rule would be to say 
that it would find a separate and independent share when a distribution of principal to a 
beneficiary could not have been made out of income. 

111 See discussion at p. 467 supra. 
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By reason of the distribution, if not otherwise, the trust is complex and 
the dividend is therefore a part of distributable net income ready to be 
treated as paid out if any amount is distributed and if no contrary rule 
intervenes. 


THE TIER SYSTEM 


The two-tier system of the Code operates to tax to the income benefici- 
aries the income required to be distributed.” That is the first tier. All 
other distributions fall into the second tier and are taxed to the beneficiaries 
to the extent of the distributable net income remaining after the first-tier 
distributions. Discretionary trusts and, normally, estates will not have any 
amounts in the first tier. The system completes the limitations upon the 
ability of fiduciaries to affect tax consequences by electing, pursuant to 
discretion granted by the governing instrument or inherent in the situation, 
to pay amounts out of accumulated income or corpus rather than out of 
current income. 

Under New York law where the power to accumulate is severely lim- 
ited,’1* the tier system should have a marked effect upon estates and only a 
limited number of trusts where income is accumulated for the benefit of 
minors. The number of trusts primarily for the benefit of minors, accumu- 
lating income for them and at the same time making distributions of 
corpus, is undoubtedly small, so that in New York the tier system should 
be important chiefly in respect of estates. In this respect its operation will 
be generally undesirable, since, as has been pointed out, all distributions 
from estates are in the second tier and compelled to share proportionately 
in the distributable net income. Thus, no amelioration is provided for the 
difficulties encountered in the examples discussed supra.‘** Furthermore, 
it seems likely that the Code classifies as belonging in the second tier all 
distributions by an estate in the year of its termination,’” so that in cases 
where the current income is payable to income beneficiaries and the corpus 
to residuary trustees, the two distributions may not both be made in the 
final year without serious income tax distortion. The executor may prevent 
imposing the beneficiaries’ tax upon the corpus only by arranging the 
termination of the estate in such a fashion that the distribution of the 
corpus is made early in the final year before it has produced any income.'!* 


112 [.R.C. §662. “Income for the taxable year required to be distributed currently” is 
more felicitous though perhaps in no respect substantively different from the expression 
used in prior law which was “income for the taxable year to be distributed currently” 
(LR.C. §162(b) (1939) ). 

118 New YorK PersoNAL Property Law §16. 

114 See pp. 470-471 supra. 

115 Kamin, Surrey, and Warren, supra note 3, at 1255. 

116 Perhaps in most cases the timing could be so arranged. If the final distribution of 
the corpus is delayed solely for tax reasons, there may be some room for the Com- 
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There may be doubt as to the application of the tier system to a New 
York trust with adult beneficiaries where the trustee has discretion to 
“sprinkle” the income and principal among the beneficiaries or among 
members of a class. The Code describes the first tier as “income . . 
required to be distributed currently to such beneficiary.” The question js 
whether that language will be construed to include in the first tier or drop 
into the second tier income which is required to be distributed although 
the person or persons to receive it are not known until the trustee makes 
his discretionary selection. It is suggested that the better view is to have all 
current income required to be distributed remain in the first tier although 
the distributee of the income may not be identified at the moment of 
receipt. 

The distributions of a Dean ™* trust and of income accumulated until an 
event "'* will be treated substantially as under the 1939 Code, not by treat- 
ing the income as distributable, i.c., “to be distributed” or “required to be 
distributed,” but as belonging in the second tier. 


TERMINATING ESTATES AND TRUSTS 


Unused loss carry-overs and excess deductions. The Code has in very 
few words made a substantial change relating to the availability of loss 
carry-overs unused in the final year of an estate or trust and deductions in 
excess of the gross income for such year.’?® Under prior law any deduction 
for such items was lost.??° 

Together with the definition which permits all allowable deductions to 
reduce distributable net income, the Code makes all terminating expenses 
allowable as deductions available to the beneficiaries. To the extent of the 
income taxable to them the income beneficiaries, in effect, may use the 
deductions and the balance passes along to the beneficiaries succeeding to 
the property of the estate or trust. The only reason advanced by the Com- 
mittees for the new statutory provision is that the “unused carry-overs and 


missioner to contend that administration has been unduly prolonged beyond the end of 
the previous year. See Baker, Income Tax Planning for Executors, 9 Tax L. Rev. 281, 
306 (1954). 

117 Comm’r v. Dean, 102 F.2d 699 (10th Cir. 1939), in which income was payable to 
the beneficiary only if he survived until shortly after the year in which the income was 
earned. 

118 See Spreckels v. Comm’r, 101 F.2d 721 (9th Cir. 1939), in which income was 
accumulated for minors and paid over at majority. 

119 T.R.C, §642(h). 

120 Under prior law deductions charged against corpus did not reduce the amount 
taxable to the recipients of income, so that frequently more deductions were lost than 
the amount in excess of gross income. See Bryand v. Comm’r, 185 F.2d 517 (4th Cir. 
(1950) ; Charles F. Neave, 17 T.C. 1237 (1952). 
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excess deductions are wasted when the estate or trust terminates.” 11 This 
reason is not entirely satisfying because the fact of termination is not the 
cause of the wasting of excess deductions. Such excess deductions would 
be wasted if the estate or trust continues in existence, unless the deductions 
result in a net operating loss attributable to a trade or business for which 
a carry-back and carry-over would be available.*** A more convincing jus- 
tification is that the expenses fur which the new deduction is created are 
frequently directly related to termination and are incurred in large part on 
behalf of those succeeding to the property.?”* 

There are two weaknesses in the argument advanced in support of the 
provisions adopted. First, the Code devotes the deductions to the income 
beneficiaries before showing concern for the remaindermen who, in many 
cases, would not benefit at all from the terminating expense deductions.*** 
Second, it is contrary to the trust law upon which the prior tax law was 
based to say that a trustee incurs the expenses practically in the capacity of 
agent for the remaindermen.’* It does not seem unfair to conclude that, 
as in the case of deductions charged to the corpus of continuing estates and 
trust, Congress wished to expand the availability of deductions on account 
of terminating expenses but could not advance convincing reasons for 
doing so. 

Subsection 642(h) supplies no definition of the year of termination of 
an estate or trust although it multiplies the occasions for which such a defi- 
nition will be required. This is an omission which is explicable only by 
lack of time in preparing the statutory revision.’** In other respects the sub- 
section is technically most inadequate unless leaving practically everything 
to the Regulations will make up for the deficiencies. The following are some 
of the questions that have not been resolved and are presumably left for 
administrative determination : 

(1) Will anything less than a complete “termination” of an estate 


121 H.R. Rep. No. 1337, op. cit. supra note 18, at A201; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 83. 

122 T.R.C. §172. 

123 See Holland, Kennedy, Surrey, and Warren, supra note 9, at 328. 

124Tn most cases the remaindermen of terminating trusts are not the same persons 
as the income beneficiaries entitled to at least a part of the income of the final year. 
The residuary beneficiaries of an estate are likely to be entitled to all the income of the 
final year, though obviously not necessarily so. 

125 The author attempted to report on the law on this point in Fillman, Upon the 
Termination of Trusts and Estates, 8 Tax L. Rev. 317, 321 (1953). 

126 The Finance Committee Report discusses the time of termination in the language of 
the case law developed in disputes whether the Commissioner could, in order to protect 
the revenue, insist that the estate or trust had ceased to exist before the taxable year in 
question. SEN. Rep. No. 1622, op. cit. supra note 18, at 340. This limited view of the 
problem is not likely to constitute a sound basis for administering the new provisions. 
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or trust, 1.e., distribution of all the assets, suffice to bring the subsection 
into operation? Consider (a) the termination of a fractional part of a 
trust, (b) the termination of a particular beneficiary’s interest in a trust 
by a distribution in satisfaction thereof, and (c) upon the death of the 
primary income beneficiary, the splitting of the trust into a number of 
separate trusts, one for the benefit of each of the secondary income bene- 
ficiaries. 

(2) Will the deductions permitted to the beneficiaries have the same 
life and characteristics as they would have had in the estate or trust if 
termination had not occurred? Presumably, loss carry-overs will not 
receive new lives but will be permitted to complete their originally deter- 
mined spans. There is a serious question relating to the computation of the 
span when a loss carry-over is inherited by a beneficiary, namely, whether 
in passing from one taxpayer to another the carry-over exhausts one year 
of life and begins another (if another remains) although the full year of 
the first taxpayer has not expired. A capital loss carry-over should be good 
only against capital gains realized by the beneficiary (plus $1,000 or the 
taxable income, whichever is smaller). It is not clear whether a net operat- 
ing loss carry-over will be good only against business income of a bene- 


7 or whether an excess deduction allowable as a non-business 


8 


ficiary ™ 
expense **° will be good against a beneficiary’s income from business or 
from salary. 

(3) When will the deduction be available to the beneficiaries succeed- 
ing to the property? The statute does not specify the time for taking the 
deduction. It may not be unreasonable to suggest that the deduction will 
be available for the year of the beneficiary including or ending with the 
termination date of the estate or trust. There may be some difficulty with 
a case where the beneficiary is a trust that is established by the distribution 
which terminates the estate or original trust. The suggested interpretation 
would permit a beneficiary reporting upon a different taxable year from 
the estate or trust to claim the deduction for a year ending after the end 
of the final year of the estate or trust. 

(4) Who are the beneficiaries succeeding to the property of the estate 
or trust ? Clearly, the remaindermen of trusts are included in the described 
class,'*® and the residuary beneficiaries of estates are no doubt intended to 
be benefited. It does not seem likely that specific legatees or devisees are 
covered, although cases may be imagined in which specific legacies con- 


127 There comes to mind an example of a fiduciary who sells a business which the 
estate or trust has been conducting and distributes the proceeds to beneficiaries who are 
not engaged in business. 

128 T.R.C. §212. 
129 See Sen. Rep. No. 1622, op. cit. supra note 18, at 83. 
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stitute the bulk of the estate and are not paid until the final year of 
administration. 

Adopting the rule of the Carlisle case. As has been reported above, the 
House Committee stated that the Code adopts the rule of Carlisle v. Com- 
misstoner,’*° although it is believed that it is not necessary so to construe 
the language enacted.’** The Carlisle case held that capital gains realized 
by an estate in the year it distributed all of its assets were taxable to the 
residuary legatee. This view of the statute perpetuates the results under 
prior law *** and adds some problems under the Code relating to the timing 
of terminating expenses and gains referred to above.*** If the Code is to 
be interpreted as adopting the Carlisle decision, a disturbing thought creeps 
in to raise the question whether with respect to a continuing estate or trust, 
a distribution of corpus would carry along to the distributee any capital 
gains that may have been realized during the year. It is to be hoped that 
this construction may be avoided, for it would cause difficulties and if sus- 
tained might thwart in some measure the operation of the separate shares 


rule. 


THE EXPERIMENT WITH THE FIVE-YEAR THROWBACK DEVICE 


Although the pre-sixty-five day rule of the 1939 Code *** seems to have 
worked well enough to frustrate the tax avoidance sought to be accom- 
plished in the year-and-a-day trust,’*° the post-sixty-five day rule **° was 
not so successful with the avoidance at which it was aimed. Together, the 
rules were unsatisfactory to both taxpayers and the Treasury.?*” For these 
rules the Code has substituted a five-year throwback device *** for the pur- 
pose of limiting the avoidance achievable by judicious distributions of 
income in alternate years and also to strike at avoidance possibilities gen- 
erally which were attempted by the accumulation of income in trusts. 
Instead of imposing a personal judgment upon the desirability of the exper- 
iment undertaken by Congress or even upon the need for any action in the 
particular area, a few observations without citation of authority may pos- 
sibly help to explain why the new device has been placed in the statute. 

When people plan or propose and when legislators enact revenue legis- 


130 165 F.2d 645 (6th Cir. 1948). 

131 H.R. Rep. No. 1337, op. cit. supra note 18, at A204. 

132 The results under prior law were viewed with disfavor by the author in Fillman, 
supra note 125, at 335. 

133 See p. 474 supra. 

184 .R.C. §162(d) (3) (1939). 

135 See Comm’r v. Dean, supra note 117. 

186 T.R.C. §162(d) (2) (1939). 

187 See Holland, Kennedy, Surrey, and Warren, supra note 9, at 328. 

138 T. R.C. §§665-668, constituting Subpart D. 
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lation, they become convinced in the course of their labors that in certain 
areas it is important to achieve a maximum of equality of tax incidence 
even though administrative burdens may be created and no significant 
amount of revenue is involved. The conviction at times overrides the desire 
for simplicity which might be fulfilled in the particular situation. This is 
not a “government attitude,” although because of their continuous occu- 
pation with the subject-matter it may be more frequently observed in Goy- 
ernment employees than in others not similarly occupied. It comes from 
experience in appraising legislative problems and exalts as a principle that 
the tax burden should rest with equal weight upon all citizens similarly 
situated. 

In the practical application of this view, it is not particularly material 
whether in the past trusts have provided the means for serious tax avoid- 
ance or would in the future provide such means if restraints were removed. 
The past is revealed in statistics that few would find time to analyze even 
if available, and the future is only speculation. What is important is that 
most people who have any interest in the matter believe that one of the 
chief reasons persons create trusts is to reduce federal income taxes with- 
out substantially affecting the use to which the income is put. 

The creators of trusts are exposed politically. Men with wealth sufficient 
to be accused of looking for some tax advantage by placing unneeded 
funds in trust, and with only one vote apiece, do not arouse the sympathy 
of many legislators. On the contrary, it is possible to point with pride to 
participation in tax legislation that encourages business, removes inequi- 
ties, and promotes other legitimate ends but at the same time frustrates 
the schemes of the rich and their high-priced advisers aimed at avoidance 
of their “fair share, etc.” 

While the throwback rule may be unwelcome and may ultimately be 
found wanting as a method of preventing tax avoidance, severer measures 
are not hard to imagine. The multiple trust problem—many trusts by the 
same grantor for the same beneficiaries—has not been solved. If the throw- 
back rule helps to prevent a drastic solution, such as some kind of family 
unit income tax, the present provisions may be found by many to be a 
blessing though well disguised at the time of enactment. In connection 
with these comments it is well to recall that the American Law Institute 

and the American Bar Association suggested a throwback rule, to go back 
only two years, however.?*° 

The throwback rule does not apply to income accumulated prior to 1954. 
There is no experience which may be called upon for an analogy. In these 
circumstances, it may be the better part of discretion not to attempt a 
detailed criticism, which would of necessity be largely prophetic, but rather 


139 See Kamin, Surrey, and Warren, supra note 3, at 1248. 
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for the time being to be content with the numerous explanations of its 
general operation that have appeared. 


DIFFERENT TAXABLE YEARS 


From the time of the enactment of the Revenue Act of 1924 until the 
1954 Code, only currently distributable income was subject to the rule 
that when the taxable year of a beneficiary is different from that of the 
estate or trust, the income the beneficiary is required to include is based 
upon the income of the estate or trust ending within or with his taxable 
year.'*° Income of estates during the period of administration and income 
of trusts which in the discretion of the trustee could either be distributed 
to the beneficiary or accumulated were taxed to the beneficiary in the year 
in which distributed, irrespective of the accounting period of the estate or 
trust.** Under the new Code the amount included by the beneficiary, 
whether paid or credited pursuant to an exercise of discretion or required 
to be distributed, is based upon the distributable net income of the estate or 
trust for the taxable year of the estate or trust ending within or with his 
year."** In the state of affairs where the income taxable to estate or trust 
beneficiaries is always limited by the distributable net income (an income 
tax definition), it is unquestionably desirable for purposes of administra- 
tion that the taxable year of the estate or trust during which the distribu- 
tion is made should end no later than the end of the beneficiaries’ year. 
There will be some additional opportunity to defer the income tax of 
beneficiaries by the choice of fiscal years for estates and trusts. The Code 
has not placed any restrictions on such a choice when an estate or trust 
begins.*#* 


GRANTORS AND OTHERS AS SUBSTANTIAL OWNERS OF TRUSTS 


In Subpart E ™* Congress has codified the so-called Clifford **° and 
Mallinckrodt *° Regulations under which the income of trusts may be 
taxed to others than the beneficiaries by reason of the existence or exercise 
of powers with respect to the trust income or corpus.**? A judgment upon 
the wisdom of perpetuating those Regulations and any detailed criticism 


140 Revenue Act of 1924, Sec. 219(e), 43 Stat. 253, 276 (1924). The 1939 Code pro- 
vision is in section 164. 

141 First National Bank of Boston, Administrator, 25 B.T.A. 252 (1932). 

142 T.R.C. §662(c). 

143 T. R.C. §441. 

144]. R.C. §§671-678. 

145 From Helvering v. Clifford, 309 U.S. 331 (1940). 

148 From Mallinckrodt v. Comm’r, 146 F.2d 1 (8th Cir. 1945), cert. denied, 324 U.S. 
871 (1945). 

147 Reg. 118, Secs. 39.22(a)-21 and 39.22 (a) -22. 
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of the particular rules established are of necessity beyond the scope of this 
paper. Two subjects in Subpart E are selected for observation, however, 
because of their general interest. 

Ten-year trusts and two-year charitable trusts. In the Clifford Regula- 
tions the short-term trust problems, which gave the original impetus to the 
Clifford case doctrine and its innumerable ramifications, was resolved by 
providing that the income of a trust is taxable to the grantor where the 
grantor has a reversionary interest in the corpus or income which will or 
may reasonably be expected to take effect in possession or enjoyment (a) 
within ten years or (b) within fifteen years, if the income was made pay- 
able to other than a charitable beneficiary and if the grantor or his spouse 
or both had certain prescribed administrative powers over the trust. The 
Regulations did not attribute trust income to the grantor where the rever- 
sionary interest was to take effect at the death of the person or persons to 
whom the income was payable. 

The Code has retained the ten-year rule and the rule relating to the 
life of the income beneficiary, has rejected the fifteen-year rule, and has 
added a two-year rule where the income is payable to a designated charity. 

The possibilities flowing from the statutory adoption of the ten-year 
rule (or life of the income beneficiary) have received some publicity. The 
definiteness with which the Code speaks has, perhaps, given the impression 
that something important has been added. In some quarters it has been 
hinted that the Code now provides a method by which, in substance, full 
deductions may be obtained for income which through the reversionary 
trust device is accumulated for or devoted to (a) educating children or 
grandchildren, (b) providing a pension for a superannuated retainer or 
servant, or (c) making an allowance to a relative. Let us examine some 
aspects of these possibilities. 

While in the Clifford area Subpart E alone governs the taxation of the 
grantor or another person, that exclusiveness is limited to situations where 
dominion and control over the trust are involved. Other principles are not 
disturbed or supplanted. The Committees referred particularly to assign- 
ments of income.*** An equally important area is that in which trust income 
is used to discharge legal obligations of the grantor.'*® 

A large measure of flexibility may be provided if a ten-year irrevocable 
trust is created for the benefit of persons whom the grantor is not obliged 
to support. All the powers which Subpart E permits grantors and others 
to hold and exercise without taxing the grantor are available for such ten- 
year trusts. But where the beneficiaries are dependents of the grantor, the 


148 H.R. Rep. No. 1337, op. cit. supra note 18, at A212; Sen. Rep. No. 1622, op. cit. 
supra note 18, at 365. 
149 Helvering v. Stuart, 317 U.S. 154 (1942). 
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statute has not supplied definite answers. Section 677(b) states that the 
income of a trust shall not be taxed to the grantor merely because the 
income may be used for the support or maintenance of a beneficiary whom 
the grantor is legally obligated to support or maintain, except to the extent 
that the income is so used. What constitutes support and maintenance 
within the reach of legal obligation may often be difficult to answer, but 
the Code cannot be expected to provide any help on what is primarily a 
question of local law. The usefulness of the ten-year trust will be affected 
by the extent to which education at private schools and colleges and luxury 
items, such as cars, vacations, etc., are considered to be within the support 
obligation. Uncertainty here, together with a consideration of some of the 
possible consequences if support and maintenance are broadly defined, will 
deter the creation of ten-year trusts to pay for the education of minors. 

If a father creates a ten-year trust to pay the income to his son and the 
latter uses the money as he would an allowance, paying his bills at prepara- 
tory school and later at college, it is most likely that the father will not 
escape being taxed on all the trust income while the son is under age. If 
the income of the trust is held not to be taxable to the father, presumably 
there would be a taxable gift of the value of the income interest. 

If a father creates a ten-year trust for the benefit of his son, age nine, 
the income to be accumulated for five years and then to be used along with 
the current income for school or college expenses, it appears that the income 
of the first five years will in the first instance be taxed to the trust. But 
the income of the sixth year and, under the throwback rule, the income of 
the first five years to the extent used, will apparently be taxed to the 
grantor.’ In the seventh year, the current income and the income of the 
second through the fifth year to the extent used in the seventh year but not 
in the sixth will be taxed to the grantor, and so on. It should be noted, 
however, that the throwback rule operates only if the accumulation dis- 
tributed is in excess of $2,000, a figure which is large enough to be impor- 
tant in the type of trust under discussion. There may be a question whether 


150 The argument for this result flows from section 677(c), which provides that when 
amounts out of corpus or out of other than current income are applied or distributed for 
the support of a beneficiary whom the grantor is obliged to support, the amounts are 
deemed paid or credited under section 661(a)(2) and shall be taxed to the grantor 
under section 662. This would appear to put the grantor in the same position as a 
“beneficiary” subject to being taxed under section 668 to the extent that the amounts are 
treated under section 666 as having been distributed in a prior year. In the House bill the 
throwback rule was made inapplicable to amounts paid, credited, or required to be 
distributed for the support, maintenance, or education of the beneficiary, but the Senate 
restricted the exemption to distributions to meet emergency needs. The Finance Com- 
mittee observed that “many trusts are set up for the purpose of providing for the support, 
maintenance, or education of their beneficiaries.” SEN. Rep. No. 1622, op. cit. supra note 


18, at 357. 











482 TAX LAW REVIEW [ Vol. 10: 


multiple trusts for the same beneficiary may be used so that each trust may 
avoid the throwback rule by keeping its accumulation distributions below 
$2,000. If only one year’s accumulation is used in each of the last five years 
of the trust, the accumulations of the first two years will escape the 
throwback rule because they would have been held for more than five years, 
If all the income could be accumulated until the end of the trust term, it 
would be a part of a final distribution not subject to the throwback rule, 
and it seems that the grantor would be taxable only on the income of the 
tenth year. If the term of the trust when created is extended to the son’s 
twenty-first birthday and the income accumulated until that event, none 
will be taxed to the grantor. 

The trust for the life of a relative with reversion to the grantor will be 
useful, provided the local law imposes no duty of support upon the grantor. 
If there is no duty to support and consequently no income tax problem, 
there will be a taxable gift of the income. If the trust is to last either for 
a life or for a fixed period of ten years or more, the value of the gift is 
easily found by using the tables in the Regulations. If the trust term is for 
a life or ten years, whichever is the shorter, the value of the gift will be 
less than the value for a fixed period of ten years.?"! 

The term or life trust for the superannuated employee presents no 
income tax problem for the grantor unless he is bound by contract to pro- 
vide the income. Since the trust is required to be irrevocable in order to 
relieve the grantor from income tax, the beneficiary will be faced with 
a severe income tax danger, as the value of the income interest may be 
taxable in the year the trust is created. There should be no gift tax if the 
transfer is for services rendered, although the presence or absence of an 
obligation to provide for retirement may have a bearing on that subject. 

The short-term trust has tax-saving possibilities if ten years or life is 
accepted as a definition of what is short. In the area of the grantor’s obli- 
gations, particularly with respect to support, the Code does not add much, 
if anything, to the understanding of existing law and Regulations. For the 
unwary, the Code may become a trap because it may present a front of 
deceptive definiteness. It may be assumed, perhaps, that taxpayers who can 
afford to be interested in the income-tax-saving possibilities of short-term 
trusts are not likely to be unwary, in the sense that they are not likely to 
be without competent legal advice. 


151 Under the current Gift Tax Regulations the value of a ten-year income interest is 
30.1081 per cent of the value of the corpus. Reg. 108, Sec. 86.19(f) (1952). The value of 
the income interest which is to terminate at the end of ten years or the death of the 
beneficiary, whichever is earlier, can readily be computed. See AcTUARIAL VALUES FOR 
Estate AND Girt Tax 14 (Treas. Dep’t 1955). 
152 See Elizabeth C. Morrow, 2 T.C. 210 (1943). 
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The two-year trust for charity should be helpful for the taxpayer who 
regularly gives in excess of the allowable charitable deduction. The irrev- 
ocable deprivation of the income for the required period should not be a 
severe risk for such a taxpayer. The restrictions imposed should be care- 
fully noted. The beneficiary of the trust must be a single named church, 
hospital, or school as defined in the Code.*** There is no discretion to 
select from a class of such beneficiaries or even from more than one named 
beneficiary.?>* 

Enactment of the Mallinckrodt Pegulations. The Committees stated 
that they were guided by rules contained in existing Regulations “com- 
monly known as the Mallinckrodt Regulations,” but that an exception or 
“liberalizing provision” was included under which a person other than the 
grantor will not be taxed on income by reason of a power vested in him 
as trustee to apply income for the support of his dependents, except to the 
155 


extent the income is so applied.’ The current Regulation specifically 


referred to is section 39.22 (a)—22 }°° and the authorities cited are Richard- 


son V. Commissioner *** and Mallinckrodt v. Nunan."*8 That Regulation 
and the cases cited deal with the unfettered right of a person to possess 
the corpus or income of the trust. They are not rulings that trust income 
available for the support of dependents of a non-grantor is taxable to him. 
There has been, however, for a number of years a Regulation that has 
provided for the income of a trust to be taxed to any person in cases where 
the income may be used to discharge a legal obligation of such person, but 


159 


only to the extent so used.**” The Regulation appears to be contrary to the 


most pertinent decisions on the subject, one in the Second Circuit Court *°° 

153]. R.C. §673(b). An income tax deduction for the value of the income interest is 
not allowed if the grantor’s reversionary interest exceeds five per cent of the value of 
the trust (I.R.C. §170(b) (1) (D)). 

154 Sen. Rep. No. 1622, op. cit. supra note 18, at 366. 

155 H.R. Rep. No. 1337, op. cit. supra note 18, at 63, A211, A217; Sen. Rep. No. 1622, 
op. cit. supra note 18, at 87, 364, 371. 

156 Reg. 118. 

197 121 F.2d 1 (2d Cir. 1941). 

158 146 F.2d 1 (8th Cir. 1945), cert. denied, 324 U.S. 871 (1945). 

159 Tn its present form it appears in Reg. 118, Sec. 39.162-1(f) and reads as follows: 
“Any income of an estate or trust for its taxable year which during that year may be 
used, pursuant to the terms of the will or trust instrument, in the discharge or satis- 
faction, in whole or part, of a legal obligation of any person is, to the extent so used, 
taxable to such person as though directly distributed to him as a beneficiary, except in 
cases in which section 22(k) or section 171 applied.” It first appeared in practically 
identical language in the Regulations under the Revenue Act of 1934 (Reg. 86, Art. 
162-1). 

160 Stern v. Comm’r, 137 F.2d 43 (2d Cir. 1943). 
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and two in the Tax Court,’ but none of the decisions either cited or 
discussed the Regulations.’ 

Thus when Congress approached the problem, there was under the case 
law nothing that required liberalization in connection with such a provi- 
sion as was adopted in section 678(a). If the rule of the Regulation was 
assumed to be the law, section 678(c) changed it, making it less liberal 
in one respect. The Regulation provided that the person burdened with 
the support is taxable on the income to the extent used to discharge the 
obligation. The statute taxes him, even though the income is not used for 
support, but only if he has the power so to use it, exercisable solely by 
himself in a capacity other than that of trustee. On the other hand, if he 
holds the power as trustee, he is taxed only to the extent the income has 
been used for support. What is the implication of the statute when there is 
no power but the trust requires that the income be used for the support of 
a non-grantor taxpayer’s dependents ? If income from such a trust so used 
is not attributed to such a taxpayer, then section 678(c) has the effect of 
taxing the income to a taxpayer because he has the power to but does not 
prevent the income from being used to support his dependents. The ob- 
scurity of the Congressional purpose in providing for such a result suggests 
that Congress thought that all trust income used for support of dependents 
is taxable to the person under a support obligation even though not the 
grantor and even though possessing no power over the income.*® 

The unexpressed assumptions by Congress about the state of the law 
may, if discoverable and even if wrong, be some evidence of what Con- 
gress intended to do. The legislative technique is not one which clarifies 
the subject. 


CoNCLUSION 


1. The decision of Congress to keep the general plan of taxing estates 
and trusts on income not distributed and the beneficiaries on the income 
distributed to them is sound. The same may be said for the decision to 
retain and strengthen the conduit principle. 


161 Frank E. Joseph, 5 T.C. 1049 (1945) ; Allison L. S. Stern, 40 B.T.A. 757 (1939). 

162 The Stern case (supra note 160) in the Second Circuit Court involved the tax 
liability of the wife upon the trust income. The Stern case in 40 B.T.A. involved the 
question of the husband’s liability on the same income. No case has been found in which 
the Regulation has been discussed; there is no other evidence that the Commissioner has 
attempted to apply it. 

163 It appears to have been widely accepted under prior law that where the grantor 
was not obligated to support the beneficiaries, the income could not be taxed to anyone 
except the trust or the beneficiaries. Consequently, there may be numerous trusts created 
by relatives where the income is required to be used for the support of grandchildren, 
nephews, or nieces, or may be so used in the discretion of a trustee who may or may 
not be obliged to support the beneficiaries. Perhaps it would be wise in creating such 
trusts not to use words of support and maintenance. 
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2. The five-year throwback device must be regarded as an experiment. 
Even though it turns out to be an effective curb upon tax-saving accumula- 
tions in trusts, it has not gone very far toward preventing the tax avoid- 
ance that is apparently possible through the use of many trusts by the 
same grantor for the same ultimate beneficiary. 

3. The statutory enactment of the so-called Mallinckrodt Regulations 
implies that it goes beyond the prior law in the area of support obliga- 
tions. The justification for this extension is not clear. The scope of the 
provision in regard to support obligations and the exceptions to it are 
badly confused. 

4. The chief criticisms directed at Subchapter J in this paper may be 
described as concerned with its technical faults. Those faults will, how- 
ever, seriously interfere with the proper taxation of estates and trusts 
if they are not corrected. This seems especially true in regard to estates. 
In making the necessary corrections Congress will have to decide whether 
the concept of distributable net income is worthy of being retained. 
Against retaining the definition it may be argued that it is a fundamental 
error to believe that the effect of the income tax upon the complex of 
estates, trusts, and their beneficiaries can be tested by the use of a touch- 
stone in the form of what might be described as a contrived definition. 
If this view of the matter cannot be fully supported, it may be urged that 
the definition should be abandoned, for almost every time it is obliged 
to perform some duty it has to be modified for the particular purpose at 
hand. The definition will obviously be useful, however, if corrections can 
be made without completely changing the structure of Subchapter J. 
Whether it can be done will be discovered only in the course of the 
attempt. 

The treatment of deductions charged to corpus as reducing the dis- 
tributable income taxable to income beneficiaries is so poorly adjusted 
that it may discriminate against the principal account even in relatively 
simple situations. This rule should be modified so that the account which 
bears the burden of the expense should first have the tax benefit of the 
deduction. Such a modification would also correct the present failure to 
give the beneficiaries succeeding to the property of terminating estates and 
trusts the full benefit of deductions for terminating expenses charged to 
corpus. 

The rule that all distributions from estates and trusts are deemed to be 
from income to the extent thereof can unexpectedly distort the incidence 
of the income tax with respect to estates and consequently may obstruct 
many normal and desirable administrative moves. The separate shares rule 
should be made applicable to estates as well as to trusts, and, possibly, a tier 
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system to separate income distributions from corpus distributions should 
be devised for estates. 

There are many minor deficiencies in the statute which may increase 
in importance. The test of good faith as applied to items allocated to corpus 
seems to be misplaced, although the purpose of its introduction into the 
statute may have been to simplify further the treatment of simple trusts, 
The continuing status of capital gains once allocated to corpus is uncer- 
tain. A definite rule should be supplied so that when capital gains once 
become part of corpus they would remain there. The attempted treatment 
of terminating estates and trusts is inadequate. A definition of termination 
will eventually have to be provided, and a more detailed description of the 
scope of the treatment, especially with respect to carry-over losses and 
excess deductions, will be necessary either in the statute or in the Regula- 
tions. The provisions relating to short-term trusts may be deceptively 
simple, leaving room for clarification of the Congressional intention in 
the area of the satisfaction of the obligations of the grantor, particularly 
with respect to support and maintenance. 














Se 


= —_ << 


Divisive Corporate Reorganizations 
Under the 1954 Code 


MORRIS R. FRIEDMAN 


2 may very well be that any attempt to establish along well-defined lines 
a set of rules governing corporate reorganizations would not succeed com- 
pletely.’ It is axiomatic that a well-intentioned effort to correct common 
abuses of existing law may, on the one hand, unwittingly open the door to 
new ones or, on the other, unjustly penalize taxpayers engaged in normal 
business operations.” Accordingly, the decision of the Senate and House 
Conference Committee on the Internal Revenue Code of 1954 to legislate 
on corporate reorganizations within the framework of the 1939 Code and 
to confine themselves to correcting much publicized inequities is probably 
all for the best. The ingenuity of the tax expert and the discernment of the 
courts as disclosed in the future will measure the success or failure of that 
approach. 

Those responsible for the arrangement of the 1939 Code considered it 
logical to treat the subject of corporate reorganizations under Supplement 
B of Subchapter C entitled Computation of Net Income and, more specifi- 
cally, under section 112 headed Recognition of Gain or Loss. The kinds 
of transactions which, exclusive of all others, would be considered corpo- 
rate reorganizations were compiled in subsection (g) of section 112. This 
definitive classification was a corollary of the provisions of certain para- 
graphs of subsection 112(b) which, along with other subsections of sec- 
tion 112, referred to “reorganization” and “plan of reorganization” in the 
treatment of described transactions as taxable or tax-free. Similarly, basis 
provisions under section 113 made reference to “reorganization” trans- 
actions. 


Morris R. FrrepMAN (B.B.A., City College of the City of New York and LL.B. and 
LL.M. in Taxation, New York University School of Law) is a member of the New York 
Bar. 

1See discussion in Mette, Spin-off Reorganization and the Revenue Act of 1951, 8 
Tax L. Rev. 337 (1953), and the following quotation at 341 from Program and Com- 
mittee Reports, Section of Taxation, A.B.A. Rep. 37 (Sept. 4-8, 1949): “It is extremely 
difficult to formulate statutory language which will adequately express these judicially 
evolved safeguards without either restricting or extending their scope.” 

2 See, for example, review of history of spin-off provisions in Mette, supra note 1. For 
an example of an attempt at economic planning through tax legislation, note the arbi- 
trary distinction between publicly-held and privately-held corporations and the “25%- 
400%” requirement established in connection with corporate acquisitions by section 359 of 
the House version of H.R. 8300, 83d Cong., 2d sess. (1954). 
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The draftsmen of the new Code placed the reorganization provisions in 
the more exclusive classification of Corporate Distributions and Adjust- 
ments which is the title of Subchapter C of Chapter 1 of Subtitle A of the 
1954 Code. Part III of this Subchapter is entitled Corporate Organiza- 
tions and Reorganizations. While the 1939 Code considered the effects 
of the concomitant exchanges and distributions on both the corporations 
and their stock and security holders in the same section as the reorganiza- 
tion itself (section 112), the new Code treats these matters (including 
basis rules) in the same Part. The effects on the shareholders and security 
holders are to be found in Subpart B, sections 354 to 358, inclusive. The 
effects on the corporations are in Subpart C, sections 361 to 363, inclusive, 
Finally, the all-important definitions relating to corporate reorganizations 
are presented in Subpart D, section 368.* 


I. Section 368—DEFINITIONS OF CORPORATE REORGANIZATIONS 


Section 368 has as its source section 112(g) of the 1939 Code and fol- 
lows the language of the latter section almost literally, with the exception 
of certain changes of which those relevant to this paper will be discussed 
below. The new law does not embody the House attempt to classify the 
various types of reorganization into corporate organizations, acquisitions, 
and separations. Divisive reorganizations, of course, are in the “separa- 
tions” category and include split-ups, split-offs, and spin-offs, the standard 
definitions of which follow below. 

In a split-up the original corporation disappears, its assets being divided 
among two or more corporations. The stockholders of the original corpo- 
ration exchange their stock for the stock of the transferee corporations 
and emerge as the shareholders of the latter. In a split-off the original cor- 
poration transfers part of its assets to another corporation, the stock- 
holders of the former exchanging part of their stock for stock of the latter. 
Thereafter, both transferor and transferee continue operations. In a spin- 
off the original corporation similarly transfers part of its assets to another 
corporation. However, the shareholders of the original corporation, while 
receiving the stock of the transferee, do not turn in any of their stock in 
the transferor in exchange there for.* 

Under the 1939 Code both the split-up and the split-off were accom- 
plished through a reorganization effectuated under section 112(g) (1) (D), 


8 At this writing, the Regulations interpreting these provisions have not yet been 
promulgated in final form. Accordingly, reference to Regulations is to the Proposed Regu- 
lations under the 1954 Code unless otherwise indicated, appearing in 19 Fep. Rec. 8237 
et seq. (Dec. 11, 1954). 

4 See Mette, supra note 1; Mintz, Divisive Corporate Reorganizations: Split-Ups and 
Split-Offs, 6 Tax L. Rev. (1951) ; and Lyons, Realignment of Stockholders’ Interests in 
Reorganizations under Section 112(g)(1)(D), 9 Tax L. Rev. 237 (1954). 
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which involved the transfer by a corporation of all or part of its assets to 
another corporation if immediately after the transfer the transferor or its 
shareholders, or both, were in control of the transferee corporation. The 
exchange of stock by the shareholders of the old corporation for stock in 
the new corporation was tax-free under section 112(b) (3). (A tax-free 
corporate transfer of assets to another corporation could also be accom- 
plished under section 112(b)(5). However, any subsequent exchange 
of stock by the shareholders would not be tax-free, and the corporate 
exchange might be rendered taxable thereby, unless the transaction quali- 
fied also under section 112(g)(1)(D).) The reorganization necessary to 
qualify the spin-off was also generally a (D) reorganization, the distribu- 
tion to the stockholders being free of tax under section 112(b) (11). 


II. Section 368(a)(1)(D)—ContTROL oF TRANSFEREE 


Section 368(a)(1)(D) of the 1954 Code begins with the same lan- 
evage as section 112(g)(1)(D) of the 1939 Code. However, where the 
old Code referred to control of the transferee immediately after the trans- 
fer by “the transferor or its shareholders or both,” the new Code requires 
control by “the transferor, or one or more of its shareholders (including 
persons who were shareholders immediately before the transfer), or any 
combination thereof. ...” 

There were several reasons for the change in language. First, it was 
unclear from the wording of the old law how many shareholders of the 
transferor had to be involved in the control of the transferee. For example, 
in the case of Reilly Oil Company v. Commissioner, 68.93 per cent of the 
old shareholders owned stock in the transferee corporation. In this case it 
was the Commissioner who was contending that the transaction was a 
(D) reorganization, his purpose being to force a carry-over of the low 
hasis of the assets of the transferor corporation. The taxpayer claimed 
that the words “its shareholders” in section 112(g)(1)(D) meant 100 
per cent of the transferor’s shareholders. The Fifth Circuit Court upheld 
the reasoning of the Tax Court, that since 68.93 per cent of the old share- 
holders owned 100 per cent of the new corporation, the required continuity 
of interest existed. The dissent in the Tax Court, however, stated that 
under this reasoning 49 per cent of the old stockholders could form one 
corporation and 51 per cent could form another, a result which the dis- 
senting judges thought was not intended by the law. 

Under the new Code there would be no question concerning the nature 
of the reorganization in the Reilly case. If only one shareholder of the 


5189 F.2d 382 (5th Cir. 1951). See also Seiberling Rubber Company v. Comm’r, 169 
F.2d 595 (6th Cir. 1948); and Toklan Royalty Corporation v. Jones, 58 F.Supp. 967 
(W.D. Okla. 1944), appeal dismissed, 147 F.2d 856 (10th Cir. 1945). 
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transferor controls the transferee, that is sufficient. This is made clear by 
the example in the Senate Finance Committee Report, which describes a 
complete division of ownership of a corporation with two types of busi- 
ness. Thus, where corporation A owns properties connected with a drug- 
store and a hardware store, stockholder X may emerge as the owner of a 
corporation controlling the drugstore and stockholder Y may emerge as 
the owner of a corporation controlling the hardware store. This is exactly 
the result which the Reilly dissent in the Tax Court stated was not possible 
under the old law.® 

The language in the parentheses in section 368(a)(1)(D) serves to 
resolve another problem involving the words “its shareholders.’ For ex- 
ample, if the transferor corporation dissolves, then technically it no longer 
has any shareholders. Even though it does not dissolve, if a shareholder 
surrenders his entire stock interest therein yet emerges in control of the 
transferee corporation, it is not clear from the phraseology of the old Code 
whether section 112(g) (1) (D) applies, inasmuch as the controlling share- 
holder of the transferee is no longer one of “its (the transferor’s) share- 
holders.” * The parenthetical language in the new law settles this uncer- 
tainty, so that the controlling shareholders of the transferee need not re- 
main shareholders in the transferor. 

Following this language in section 368(a)(1)(D) a new clause is 
added which makes the treatment of this type of transaction as a reorgan- 
ization dependent on the next step. This clause provides that a (D) trans- 
fer shall be a reorganization “only if, in pursuance of the plan, stock or 
securities of the corporation to which the assets are transferred are dis- 
tributed in a transaction which qualifies under section 354, 355, or 356.” 
Thus, where the old law defined “reorganization” without any reference 
to the type of stockholder exchange or corporate distribution which accom- 
panied it, the new Code restricts the use of this classification in the case of 
(D) reorganizations in the manner described. This change may limit the 
class of transfers which may be termed (D) reorganizations, but the tax 
effect on the corporations involved does not appear to have been altered. 

6 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 274 (1954). The elimination of any require- 
ment in a (D) reorganization that all or most of the prior owners of the transferor cor- 
poration participate in ownership of all the properties of the transferee corporation is 
recognized in the provisions of section 1.368-1 of the Regulations (Proposed Reg., op. cit. 
supra note 3, at 8278) which states: 

“Requisite to a reorganization under the Code are a continuity of the business enter- 
prise under the modified corporate form, and (except as provided in section 368(a)(1)(D)) 
a continuity of interest therein on the part of those persons who, directly or indirectly, 
were the owners of the enterprise prior to the reorganization.” (italics added) 

Cf. Weicker v. Howbert, 103 F.2d 105 (10th Cir. 1939); Case v. Comm’r, 103 F.2d 
283 (9th Cir. 1939) ; and Morgan v. Helvering, 117 F.2d 334 (2d Cir. 1941). 

7 Cf. Helvering v. Schoellkopf, 100 F.2d 415 (2d Cir. 1938). See also cases cited in 

note 5 supra. 
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True, if the transaction is not a reorganization, the non-recognition of 
gain or loss to the corporation will result from the provisions of section 
351 (derived from section 112(b)(5) of the 1939 Code) rather than 
from those of section 361. The Senate Finance Committee Report recog- 
nizes this.§ From the standpoint of terminology, of course, such a transfer 
when not followed by an exchange or a distribution does not properly fall 
within any one of the three categories under discussion but may be classi- 
fied as a modified split-off. The treatment of the basis of the property 
to the transferee would be the same in any event, being controlled by sec- 
tion 362(a) in the case of a section 351 exchange, and by section 362(b) 
in the case of a reorganization. 

To eliminate a source of controversy resulting from the requirement in 
old section 112(b)(5) that the transferor be in control of the transferee 
“immediately after” the exchange, section 351(c) provides that a distribu- 
tion by a corporate transferor of the stock it receives in the exchange shall 
not be taken into account in determining control. The Senate Finance Com- 
mitte Report adds that this rule shall apply regardless of the tax effect on 
the distributee.° 

In the overlapping area covered by both sections 351 and 368(a) (1) 
(D), the tax effect on the stockholder-distributee may depend on which 
section applies.’° Generally, a distribution to a stockholder of stock and 
securities received by a corporation in a section 351 transaction will in- 
vite greater tax incidence than will a similar distribution following a 
(D) reorganization.”* The provisions of sections 354, 355, and 356, how- 
ever, provide the distinguishing features. But since sections 351 and 355 
both require 80 per cent control,’” in appropriate circumstances section 355 
may apply, with similar results, even after a section 351 transfer, the oniy 
distinction being a possible time-lag between the section 351 transfer and 
the distribution and the absence of any such interval between the (D) 
reorganization and the distribution. 

Generally, in order for the benefits of a (D) reorganization to be avail- 
able, the transferor corporation is required to distribute all of its holdings 
of stock and securities of the transferee.’* In addition, in certain (D) 
transactions all of the transferor’s other property is required to be dis- 


8 Sen. Rep. No. 1622, op. cit. supra note 6, at 274, stating that where there is no dis- 
tribution section 351 may apply. 

§Jd. at 265. But such distribution will not of itself qualify the transaction as a reor- 
ganization unless the special requirements of section 368(A)(1)(D) are met. 

10 See Darrell, Corporate Organizations and Reorganizations Under the Internal Rev- 
enue Code of 1954, 32 Taxes 1007 (1954). 

11 Jd. at 1009. 

12 See ILR.C. §368(c) (1954). 

18 T.R.C. §355(a) (1) (D) (i) (1954). 
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tributed.** If there is no compliance with these requirements, the corporate 
exchange may involve section 351 alone and not section 368(A) (1) (D). 
Nevertheless, the latter section may apply even if these conditions are not 
met, in view of the provisions of (a) section 355 (a)(1)(D) (ii), which 
permits a retention, under certain circumstances, of a non-controlling stock 
interest and of securities; (b) the last clause of section 368 (a)(1)(D), 
which requires that stock or securities be distributed; and (c) the same 
clause, which permits a distribution under sections 354, 355, or 356. Only 
in the case of a section 354 exchange are all the properties of the transferor 
required to be distributed. 

Is there any choice concerning the applicable provisions in the over- 
lapping area? The Regulations do not say.”* As noted, in its discussion of 
section 368(a)(1)(D) the Senate Finance Committee Report states that 
section 351 may be available when there is no distribution; ?® but in its 
discussion of section 351 it points out, as the Code does, that a distribu- 
tion would not prevent the application of that section.’” 


III. Section 354—ExcHANGES 


As has been observed, three sections of the new law control the treat- 
ment as a reorganization of a transaction qualifying under section 368 (a) 
(1)(D). Paragraph (1) of section 354(a) is taken verbatim from section 
112(b) (3) of the 1939 Code. Paragraphs (2) and (3) are new and with- 
hold tax-free treatment from an exchange where the principal amount of 
securities received on the exchange exceeds the principal amount of securi- 
ties surrendered or where securities are received and no securities are sur- 
rendered. These new rules will be treated in detail below in the section on 
“boot.” 

Section 354(b) is also new. It provides that in the case of a (D) re- 
organization the tax-free nature of the exchange under subsection (a) 
shall apply only if the transferor corporation transfers substantially all 
of its assets to a single transferee corporation. Furthermore, the stock, 
securities and other properties received by the transferor, as well as the 
other properties previously held by the transferor, are required to be dis- 
tributed in pursuance of the plan of reorganization. In other words, the 
transferor corporation is required to pass out of existence. The Regula- 


14T.R.C. §354(b) (1) (B) (1954). 

15 Note, however, that section 1.351-2(d) of the Regulations (Proposed Reg., op. cit. 
supra note 3, at 8268) calls for the application of Part I in cases where a corporate dis- 
tribution under section 351 has the effect of the distribution of a taxable dividend, rather 
than of section 356 (applicable to similar effects of (D) reorganizations), subsection (a) 
of which sets up its own rules. 

16 Supra note 8. 
17 Supra note 9. 
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tions point out, however,’® that the fact that properties retained by the 
transferor corporation or received in exchange for properties transferred 
in the reorganization are used to satisfy existing obligations not repre- 
sented by securities will not prevent the application of section 354 to 
a (D) reorganization. 

The requirement that the transferor corporation give up all its assets 
means that the provisions of section 354 may not be used to qualify a 
corporate separation as a reorganization, and this restriction is its apparent 
purpose.® The split-up does not qualify because under section 354 the 
transfer of substantially all the assets of the transferor may be made to a 
single transferee only ; the split-off does not because under section 354 the 
transferor corporation is left as a mere shell; and the spin-off does not 
because section 354 requires the transferor to distribute all of its property 
to its shareholders, not only the securities received in the transaction. 

The requirement that substantially all the assets of the transferor be 
involved in the reorganization is found also in section 368(a)(1)(C). 
Where both the voting stock requirements of this subparagraph *° and the 
control requirements of section 368(a)(1)(D) are satisfied in the same 
transaction, the provisions of the latter are to be applied.** This, of course, 
places the onus on the transferor corporation to make a distribution quali- 
fying under sections 354, 355, or 356 or incur the penalty of having the 
transaction not treated as a reorganization at all.** 


IV. Section 355—DIsTRIBUTIONS AND EXCHANGES 


A, GENERAL 
Section 355 is the key to divisive corporate reorganizations under the 
1954 Code.** It would perhaps be more correct to refer to corporate separa- 


18 Sec. 1.354-1, Proposed Reg., op. cit. supra note 3, at 8269. 

19 The Senate Finance Committee Report (op. cit. supra note 6, at 274) states that it 
is intended that the tax consequences of the distribution of stocks or securities to share- 
holders or security holders in connection with divisive reorganizations be governed by 
the requirements of section 355. This mandate should resolve any doubt that a transfer 
of substantially all of a corporation’s assets may not constitute a divisive reorganization. 
Otherwise section 354 could never apply to a (D) reorganization. For example, if a 
shareholder exchanges stock for stock, or if a security holder exchanges securities for 
securities, both sections 354 and 355 may apply, but if a transfer of substantially all assets 
were a divisive reorganization, only section 355 would be applicable. Furthermore, section 
354 does not apply in other types of transactions following a (D) reorganization, such as 
an exchange by a shareholder of stock for securities or a distribution without an exchange. 

°0 Note the alternative permitted by section 368(a)(2)(B) for section 368(a) (1) (C) 
qualification. 

*1 See ILR.C. §368(a) (2) (A) (1954). 

224 (C) reorganization would not result if 80 per cent or more of its voting stock 
is issued in exchange by the acquiring corporation. See Sec. 1.368-2(d) (1), Proposed 
Reg., op. cit. supra note 3, at 8278. As a corollary, therefore, to avoid (D) qualification 
less than 80 per cent of the stock of the transferee should be held by the transferor. 

23 Sen. Rep. No. 1622, op. cit. supra note 6, at 266. ; 
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tions rather than to reorganizations, since one of the major changes pro- 
duced by that section is the treatment as tax-free of certain distributions 
by a corporation to its shareholders and security holders accomplished 
without an accompanying plan of reorganization.** This new provision 
eliminates the need for a holding company in connection with a distribution 
of stock of a controlled corporation without the recognition of gain or 
loss.” For example, under the 1939 Code, if corporation A owned stock 
in corporation B which it desired to distribute to its stockholder, X, ina 
tax-free transaction, it would have been obliged to transfer B’s stock to 
corporation C in exchange for C’s stock which it would then have distrib- 
uted to X. X would thus have owned stock in C, which in turn would have 
been a holding company for B. X could then have either exchanged some 
of his stock in A for C’s stock under the provisions of section 112(b) (3) 
or, in the absence of such exchange, could have acquired C stock tax-free 
under the provisions of section 112(b) (11). The “holding company” step 
is thus eliminated as being completely unnecessary if certain other impor- 
tant requirements are met. 

The scope of section 355, in the Treasury view, is described in the Regu- 
lations.** Its purpose, they state, is to provide for the separation, without 
recognition of gain or loss to the shareholders and security holders, of two 
or more existing businesses formerly operated by a single corporation. 
This limitation would not necessarily apply to the distribution described 
immediately above where corporations .4 and B already are separate busi- 
nesses and merely the step of getting B’s stock into the hands of A’s share- 
holders is involved. The Regulations go on to provide that section 355 
applies only to the separation of existing businesses which have been in 
active operation for at least five years and which, in general, have been 
owned for at least five years by the corporation making the distribution 
of stock or of stock and securities. These provisions will be discussed 
below. 


B. DEVICE FoR DISTRIBUTION OF EARNINGS 


Subsection (a) (1) of section 355 permits a tax-free distribution by a 
corporation solely of stock or securities of a controlled corporation to a 
shareholder with respect to its stock or to a security holder in exchange 
for its securities. Subparagraph (B) contains the common (almost preca- 


24T.R.C. §355(a) (2) (C) (1954). 
25 See note 23 supra. A similar provision was considered in connection with the Revenue 
Act of 1926. In the light of its subsequent history, the possibility of its eventual enact- 
ment appeared slim. See Mette, supra note 1. 
26 Sec. 1.355-1, Proposed Reg., op. cit. supra note 3, at 8270. 
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tory) provision that the transaction may not be used principally as a device 
for the distribution of earnings of either the distributing corporation or 
the controlled corporation, or both. However, the “mere fact” that subse- 
quent to the distribution the stock or securities in the corporations are sold 
or exchanged by all or some of the distributees (not, of course, pursuant 
to an arrangement negotiated or agreed upon prior to the distribution) is 
not to be construed to mean that the transaction was used principally as 
such a device.”* This, of course, is a far cry from Internal Revenue Service 
procedure under old section 112 (b)(11) where the Service made it a 
practice in issuing prospective rulings on such transactions to prohibit a 
disposition of the stock acquired in the distribution for a period of as much 
as ten years. 

The precautionary note that the transaction may not be used as a device 
for distribution of earnings, which appeared also in the 1939 Code,”* 
would not apparently preclude consideration of the true substance of the 
transaction. Revenue Ruling 270,”° for example, issued under the 1939 
Code, involved a spin-off reorganization of a California bank whereby two 
branch offices were to be transferred to new corporations. This transaction 
was held tax-free even though under local law the transfers had to be 
effected as dividends. The stockholders did not actually receive any of the 
property, since the original corporation transferred it directly to two new 
corporations on behalf of the stockholders. Important in this ruling, how- 
ever, is the following : *° 

... B’s stockholders represent that they have no present intention of dispos- 
ing of any of the stock of the new or old corporations or of liquidating any of 
the corporations. 

Section 355(a)(1)(B) does not refer to present intentions but merely 
to arrangements negotiated or agreed upon prior to the distribution to sell 
the stock or securities. Thus, any speculation concerning “intentions,” 
always difficult to prove or disprove, is eliminated.** The existence of a 
prior arrangement to sell, however, may be only slightly easier to prove. 


27 This provision was added by the Conference Committee. See Statement of the Man- 
agers on the Part of the House accompanying the Conference Committee Report (H.R. 
Rep. No. 2543, 83d Cong., 2d Sess. 17 (1954) ). Cf. Reg. 118, Sec. 39.112(b) (11)-2, stating 
that the underlying assumption of section 112(b) (11) is that a continuation of the old 
business activities and a continuation of the interests of the shareholders therein have to 
result. 

28 T.R.C. §112(b) (11) (B) (1939). 

29 1953-2 Cum. Butt. 35. 

30 Substantiation for the requirement that there be no intention to liquidate may be 
found in section 112(b)(11)(A) of the 1939 Code but only an oblique reference in 
subparagraph (B) to absence of intention to sell the stock distributed. 

81 See Lea v. Comm’r, 96 F.2d 55 (2d Cir. 1938), in which the taxpayer convinced the 
Court that there was no intention to dissolve the transferee corporation, although this 
was done three days after the distribution. 
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Revenue Ruling 270 held that the described transaction constituted a 





(D) reorganization. Under the 1954 Code a similar transaction would be | 


accomplished by a (D) reorganization, under the distribution provisions 
of section 355 rather than the exchange provisions of section 354, how- 
ever, since two transferees were involved. It should be noted, however, 
that this transaction concerned the separation into different corporations 
of two parts of the same business rather than of two different businesses, 


Despite the Treasury opinion of the scope of section 355, it appears that 


this spin-off would be tax-free under that section.** 

The interpretation of the Regulations * is, as might be expected, some- 
what stricter than the language of the law. It is agreed that the mere fact 
of a subsequent sale is not indicative of the transaction’s being used prin- 
cipally as a device for the distribution of earnings and profits. They submit 
that the determination of whether such sale is pursuant to an arrangement 
negotiated prior to the distribution shall be made without regard to 
whether or not enforceable rights to buy or sell existed at the time of the 
distribution. Perhaps this view is justified, but arrangements “negotiated 
or agreed upon” are beyond the realm of mere exploratory discussion. Yet 
the Regulations make suspect even prior discussion of sale or exchange. 
This approach extends the Court Holding ** doctrine to a point where 
mere communication may invite taxation. At which point has there been 
“negotiation” ? This is a question of fact, to be sure. The Senate Commit- 
tee Report is discreetly silent. 

The Internal Revenue Service has already had occasion to rule on this 
provision of the new law in the following situation: ** X corporation, a 
manufacturer of paper products, owned 80 per cent of the stock of Y, 
a foreign corporation in the lumber business. Stockholders of X voted to 
liquidate and to start dissolution proceedings on a specified date unless 
negotiations to sell their stock had been completed on or before such date. 
Z corporation offered to buy X stock but the proposed purchase price 
did not include the value of Y stock, in which Z was not interested. 
Accordingly, X corporation proposed to distribute Y stock to X share- 
holders prior to the completion of the sale negotiations. 

In holding the proposed distribution of the Y stock to be a device for 
the distribution of the earnings of X and therefore subject to the dividend 
provisions of the law, the ruling stresses the existence of “an arrangement 
negotiated immediately prior to the distribution” and the fact that the 
stock of the distributing corporation would be sold immediately subse- 


32 See discussion of “active business” requirements, pp. 497-502 infra. 
33 Sec, 1.355-2, Proposed Reg., op. cit. supra note 3, at 8271. 

34 Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

35 Rev. Rul. 55-103, 1955 Int. Rev. Butt. No. 9 at 7. 
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quent to the distribution “when negotiations for such a sale are already 
in process.” The ruling gratuitously observes also that “no continuing 
interest in X on the part of any of the present stockholders is contem- 
plated.” It is not the contemplation of sale, of course, but the negotiations 
which result in taxation here. If continuing interests are indeed required, 
their duration apparently need not be for any extended period. Any other 
view would render ineffectual the parenthetical language of section 355 


(a) (1) (B). 


C. AcTIVE BusINEsS 

The section 355 Regulations do not follow the Code arrangement but 
plunge into a discussion at the very outset of what will probably emerge 
as the severest restriction on the tax-free distribution of stock or securities 
in a controlled corporation. This restriction concerns the “active business” 
requirements of section 355. 

Section 112(b)(11) of the 1939 Code had its own business require- 
ments, providing that if it appeared that any corporation a party to the 
reorganization was not intended to continue the active conduct of a trade 
or business after the reorganization, the distribution would lose its privi- 
leged status. The pertinent Regulations under the old Code ** give three 
examples relative to the active conduct of a trade or business. In the first 
a corporation merely sets up a holding company to own the stock in and 
direct the operations of three other corporations, the stock of which it had 
previously held. In the second a corporation, which is about to develop a 
parking lot in connection with its own operations, forms a new corpora- 
tion to take over the project. According to the Regulations, both trans- 
actions are within the purview of section 112(b)(11). In the third ex- 
ample, however, a manufacturing company merely transfers cash and 
bonds to a new corporation, distributing the stock of the new corporation 
to its shareholders, which new corporation apparently has no intention of 
acquiring any business assets. The distribution, therefore, is considered 
a dividend under old section 115(a). 

The requirements as to active businesses in the new Code are found in 
section 355(b)(1) and (2). Subsection (b)(1)(A) requires that the 
distributing corporation and the controlled corporations shall be engaged 
immediately after the distribution in the active conduct of a trade or busi- 
ness. This provision is similar to the requirements of section 112(b) (11) 
of the 1939 Code, except that the subjective test of intent is eliminated. 
Subsection (b) (1) (B) provides alternatively that the distribution will be 
tax-free if immediately before the distribution the distributing corpora- 
tion was a holding company, that is, its assets consisted only of stock or 


86 Reg. 118, Sec. 39.112(b) (11)-2(d). 
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securities in the controlled corporations, and each of the controlled corpo- 
rations engages immediately after the distribution in the active conduct of 
a trade or business. One distinction, therefore, between old section 112 








} 


(b)(11) and new section 355 is that under the former section the dis- , 


tributing corporation had to be an active business corporation. Such re. 
quirement, despite the statement in the new Regulations to the effect that 
both the controlled and the distributing corporations are required to be 
engaged in the active conduct of a trade or business, is not imposed under 
the new law, unless derivative conduct of a trade or business prior to the 
distribution be accepted as such. Neither the Regulations nor the Senate 
Committee Report appear to contemplate the distribution of stock by a 
holding company which is not itself engaged in business and a corporate 
separation is not immediately effected prior thereto.*” Yet this appears to 
be permissible under the language of the Code. 

Section 112(b)(11) of the 1939 Code failed to define the phrase 
“active conduct of a trade or business.” The new law, in section 355(b) 
(2), goes a step further and defines “active conduct of a trade or business” 
in terms of the length of time which such trade or business was actually 
conducted. Under subparagraph (B) “such” trade or business had to be 
actively conducted throughout the five-year period ending on the date of 
distribution. This language provides another distinction between the new 
law and the old. Section 112(b)(11) spoke of the need to “continue the 
active conduct of a trade or business.” The parking lot example in the old 
Regulations mentioned above indicates that the words “a trade or busi- 
ness” were not intended to require that the business be the same one carried 
on by the transferor corporation despite the use of the word “continue.” 
This is not the case under the new law.** 


87 See Examples (1) and (2) in Sec. 1.355-4(a) (3), Proposed Reg., op. cit. supra note 
3, at 8272. 

88 Cf, Reg. 118, Sec. 39.112(b) (11)-2, supra note 27, requiring a continuation of the 
old business “‘activities’’ as distinguished from the old “business.” The wording of the new 
Code is not a model of clarity. Section 355(b) (2) (B) requires that the trade or business 
shall have been actively conducted throughout the five-year period ending on the date of 
distribution. However, this language does not indicate whether such active conduct is 
required to have been under the auspices of the distributing corporation or of the con- 
trolled corporation. For example, if a corporation operating two businesses wishes to 
transfer one business to a new corporation and to distribute the stock of the transferee 
to its stockholders, section 355(b) (1) (A) would apply, on condition that the distributing 
corporation and the controlled corporation are engaged immediately after the distribution 
in the active conduct of a trade or business. Obviously, the new corporation could not 
have conducted the business for a five-year period. In other words, in the application of 
section 355(b)(2)(B) to section 355(b)(1)(A), the language “engaged immediately 
after the distribution in the active conduct of a trade or business’ may require that such 


_ 


trade or business shall have been conducted for the previous five-year period by the par- | 


ticular corporation involved. Such a strict interpretation would mean that a typical spin- 
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The new Regulations go beyond the scope of the law, beyond the lan- 
guage of the law, and certainly far beyond the language of the 1939 Code 
and Regulations 118 in attempting actually to define “active conduct of a 
trade or business” in terms of the type of activities carried on. They do 
refer to section 355(b)(1) and (2) of the Code for specific rules. But 
these rules relate only to the five-year period rather than to any other 
definition. 

The Regulations then state : *° 

... Without regard to such rules, a trade or business consists of a specific 

existing group of activities being carried on by a corporation or an individual 
for the purpose of earning income or profit from only those specific activities. 
Such group of activities ordinarily must include the collection of income and 
the payment of expenses... . 
The words “an individual’ apparently refer to the tacking on of the 
period during which an individual carried on a business later transferred 
to a corporation in a section 351 transaction. Three examples are then 
given of the type of activities which will not qualify as active conduct 
of a trade or business: (1) the holding for investment purposes only of 
stock, securities, land, or other property, including casual sales thereof, 
whether or not the proceeds of the sales are reinvested ; (2) the ownership 
and operation of land or buildings, all, or substantially all, of which are 
used and occupied by the owner in the operation of a trade or business ; 
(3) a group of activities which, while part of a business operated for 
profit, are not themselves producing income, even though such activities 
would produce income with the addition of other activities or with large 
increases in activities previously incidental or insubstantial. 

These examples are followed by several illustrations : *° 

1. If a manufacturing corporation owns investment securities which it 
proposes to place in a new corporation, the latter will not be considered 
to be engaged in a trade or business. 

2. If a manufacturing corporation owns its own factory building and 
proposes to transfer it to a new corporation, the operation of the factory 
building will constitute a trade or business for purposes of the trans- 
feree corporation, but it would not constitute a trade or business in which 
the transferor corporation was engaged. This apparently relates to the 
five-year requirement. 

3. If a business corporation owns a building and uses part of it and 
off possible under the 1939 Code would not be available under the 1954 Code. In response 
to a request for an interpretation, the Joint Committee gave assurance that the publication 
of the Regulations would remove apprehensions that a strained interpretation of the new 
Code would have an undesirable result. Strained interpretations, of course, are not in the 


exclusive province of the taxpayer. 
39 Sec. 1.355-1(c), Proposed Reg., op. cit. supra note 3, at 8270. 
40 Td. Sec. 1.355-1(d) at 8271. 
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rents the rest, it may transfer the rented portion to a new corporation, and 
both corporations will still be considered to be engaged in the active con- 


duct of a trade or business previously carried on. Note example (2) of | 


the preceding group, where the use by the owner of substantially all of the 
building would bring the situation within example 2. of this group. 

4. This example involves a common type of spin-off operation and re- 
stricts its use. A spin-off by a manufacturing corporation of its research 
and development department to a new corporation will not be tax-free, 
since the activities of the department do not constitute a trade or business, 
Of course, the stock distribution may be postponed for five years to cure 
this defect. 

5. If a corporation is engaged in both a retail and a wholesale business, 
each type will be considered as constituting a trade or business. 

6. If the corporation owns and rents an office building and also owns 
vacant land, the holding of the vacant land does not constitute a trade or 
business. 

7. The restrictions in this example do hit hard. If a ranching corpora- 
tion owns land on which a discovery of oil is imminent, and such corpora- 
tion has not engaged in any activities connected with the mineral rights, 
a transfer of such rights to a new corporation does not involve a transfer 
of an active trade or business. 

8. On the other hand, if a corporation operates the same business in 
plants in two states, a transfer of one plant and business to a new corpora- 
tion passes the test, the activities in each state constituting a trade or busi- 
ness. This appears to indicate that the Commissioner would recognize as 
an active business a portion of a single business transferred to another 
corporation, if, at least, the activities transferred are income producing 
within the purview of the rule of example (3) of the preceding group. In 
the last analysis, however, all the activities of a business play a part in the 
production of income. It appears to be the Commissioner’s view that only 
self-contained units may be transferred within the provisions of section 
355 if the transferor corporation is engaged in only one business. 

9. If a going corporation constructs a new plant and after operations 
have commenced at the new plant transfers it to a new corporation, the 
activities of the new plant constitute a trade or business, but only for the 
period from the inception of the activities. 

The interpretation in example 9. does not appear reasonable if the activi- 
ties in the new plant involve the same business as the activities at the old 
plant. Each separate unit of a corporation engaged in only one business 
should not be required to pass the five-year test. Example 8. makes no 
reference to any operational period for the transferred plant. The fact that 
the plants in that example are located in separate states should provide no 
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distinction. The distributing corporation and the controlled corporation 
may both be engaged in the trade or business previously carried on solely 
by the distributing corporation. The words “such trade or business” in 
section 355(b)(2)(B) do not necessarily comprehend an entire trade or 
business. A contrary view would severely limit the effective area of divisive 
reorganization. 

The Regulations are silent as to how long the trade or business has to be 
conducted after the distribution. The words “immediately after” bring to 
mind the language in old section 112(b)(5) referring to control immedi- 
ately after the exchange. It has been held that in the absence of a legal 
obligation or prearranged plan to relinquish control, the language and 
purpose of the statute were satisfied even though control was relinquished 
shortly after the transfer.*’ 

As noted, present intention, not giver life, plays no part in tax incidence 
under the new law. Further, the test under the old law of intention to con- 
tinue the active conduct of a trade or business implies a longer post- 
distribution corporate existence than the new, a more objective test which 
travels no further than “immediately after.’”’ Again, where section 355(a) 
(1)(B) places specific limitations on a subsequent sale or exchange of 
distributed stock or securities, no specific restriction on subsequent corpo- 
rate liquidations is to be found, except that a corporate redemption of al! 
of its stock would probably be treated as an exchange for this purpose.** 
The ubiquitous prohibition against the use of the transaction as a device 
for the distribution of earnings will doubtlessly serve the Internal Revenue 
Service as authority for imposing long-term restrictions on such corporate 
liquidations. 

The use of section 351 to effectuate a “step” transaction for the purpose 
of avoiding the active business requirements of section 355 is effectively 
prevented by section 355(b). Thus, a transfer to another corporation of a 
“nonbusiness” division of a corporation’s operations may be accomplished 
tax-free under section 351, but any subsequent distribution or exchange 
involving the stock or securities of the controlled corporation would run 
afoul of paragraphs (A) or (B) of section 355(b) (1). 

If the pertinent trade or business has been acquired during the five-year 
period preceding the distribution in a transaction in which gain was recog- 
nized in whole or in part, then such trade or business may not be used to 
qualify any corporation under the active business requirements of section 
355(b)(1).** This rule applies whether the acquisition was by direct or 
indirect means.** Thus, if control of a corporation has been acquired by 
41 See, for example, G. and W. H. Corson, Inc., 12 TCM 753 (1953). 
#2 See ILR.C. §331 (1954). 

43 LR.C. §355(b) (2) (C). 
#4 T.R.C. §355(b) (2) (D). 
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another corporation during the five-year period in a transaction in which 
gain or loss was recognized in whole or in part, and if a trade or business 
is conducted at the time by the acquired corporation, then that trade or 
business is also disqualified. The Regulations *° cite as an example a situa- 
tion in which all the stock of an “active business” corporation is pur- 
chased by another “active business” corporation, the latter being subse- 
quently merged into the controlled corporation in a “downstairs” merger, 
Thereafter, the survivor spins off the business of its former parent toa 
new subsidiary. The fact that control of the transferor was purchased, 
by a corporation now dissolved, within the preceding five-year period pre- 
vents the business conducted by such transferor from meeting the active 
business test of section 355(b) (1). 

However, if control of the corporation conducting the trade or business 
has been acquired through tax-free transactions during the five-year period 
combined with acquisitions prior thereto, then such trade or business will 
qualify.*® Also, if the trade or business has been acquired in a non-taxable 
transaction, the period during which such trade or business has been 
actively conducted by the predecessor may be used in computing the five- 
year period for purposes of section 355(b) (1).* 


D. Business PuRPOSE 


The requirement of “business purpose” in reorganization transactions 
was implicit in the old Code before the advent of section 112(b) (11).* 
The “active business” requirements of the new Code and the repudiation 
of devices for the distribution of earnings serve as reminders that busi- 
ness purpose is as much as ever to be reckoned with. The Regulations do 
likewise,*® requiring that the transaction be carried out for purposes 
germane to the business of the corporation.®® The distributions and ex- 
changes have to be “incident to such readjustment of corporate structures 
as is required by business exigencies and which, in general, effect only a 
readjustment of continuing interests in property under modified corporate 
forms.” This language is very similar to that of Regulations 118." 

Generally, in order that the distribution or exchange under section 355 


45 Sec. 1.355-4(b) (2), Proposed Reg., op. cit. supra note 3, at 8272. This example is 
also found in the Conference Committee Report (H.R. Rep. No. 2543, op. cit. supra note 
27, at 17). 

46 T.R.C. §355(b) (2) (D) (ii) (1954). 

47 The Senate Committee Report (Sen. Rep. No. 1622, op. cit. supra note 6, at 268) 
refers, apparently in error, to an acquisition in a “taxable” exchange. See Darrell, 
supra note 10. 

48 See Gregory v. Helvering, 293 U.S. 465 (1935). 

49 Sec. 1.355-2(c), Proposed Reg., op. cit. supra note 3, at 8271. 

50 Cf. Lewis v. Comm’r, 176 F.2d 646 (1st Cir. 1949). 

51 See Reg. 118, Sec. 112(g)-1(b). 
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be tax-free, the distributing corporation is required to distribute all of the 
stock and securities in the controlled corporation held by it immediately 
before the distribution.°? However, if it is established that any retention 
of stock or securities in the controlled corporation is “not in pursuance of 
a plan having as one of its principal purposes the avoidance of Federal 
income tax,” °* then the distribution may be limited to an amount of stock 
constituting control. °* The effect of this type of subjective test is not 
entirely conjectural, since similar provisions are to be found in the 1939 
Code.®® The Regulations, in characteristic fashion, remark that business 
reasons will ordinarily require that all the stock and securities be dis- 
tributed.°* Nevertheless, a recent ruling by the Internal Revenue Service 
may be a manifestation of a somewhat benevolent disposition on its part 
in situations involving this provision.” 


E. PREFERRED STOCK 


Section 355(a)(1)(A) permits the tax-free distribution to a share- 
holder of “stock” without defining that term. This provision involves an 
important change from the terms of section 112(b)(11), which specifi- 
cally prohibited the distribution of preferred stock. As the Regulations ** 
indicate, however, the provisions of section 306 may apply to a subsequent 
disposition of such preferred stock, for stock other than common stock 
received in a transaction to which section 355 applies falls within the defi- 
nition of section 306 stock.*® Assuming, however, that the disposition of 
this stock is made under such circumstances that the sanctions of section 
306 are not applicable,” the restrictions of section 355, which apply even 
to common stock, are still to be faced. 


52 T. R.C. §355(a)1(D) (i) (1954). 

53 T.R.C. §355(a) (1) (D) (ii) (1954). 

54“Control,” as defined in section 368(c), means “ownership of stock possessing at 
least 80 per cent of the total combined voting power of all classes of stock entitled to vote 
and at least 80 per cent of the total number of shares of all other classes of stock of the 
corporation.” 

55 See ILR.C. §§15(c) and 129 (1939). 

56 Sec. 1.355-2(d), Proposed Reg., op. cit. supra note 3, at 8271. 

57 According to the Wall Street Journal of Jan. 21, 1955, the Interaal Revenue Service 
has ruled that under the provisions of the 1954 Code the common stockholdings of Com- 
monwealth Edison Company in Northern Illinois Gas Company (83.2% of the outstanding 
shares) could be received tax-free by the former’s shareholders if a single distribution 
were made. The same article notes that the parent was arranging to sell to institutional 
investors its entire holding of preferred stock in the subsidiary. An article in the Feb. 3, 
1955 issue of the same publication states that a 100,000 share block of the preferred stock 
was sold. 

58 Sec. 1.355-3(b), Proposed Reg., op. cit. supra note 3, at 8272. 

59 See I.R.C. §306(c) (1) (B) (1954). 

60 See ILR.C. §306(b) (1954). 
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F. Non-Pro RATA DIstrRIBUTION 


The problem of how to split up a corporate business between two con- 
flicting interests without the imposition of even a capital gains tax is one 
which has bedeviled businessmen and their tax attorneys for many years. 
Section 355(a) (2) (A) provides that no penalty attaches to a distribution 
otherwise tax-free under section 355 merely because the distribution is 
not pro rata with respect to all the corporate stockholders. The Regula- 
tions © do not attempt to place any limitations on these non-pro rata distri- 
butions, merely citing an example of the complete division of ownership 
of a corporation with two active businesses between its two individual 
shareholders. Whether joint owners of a corporate enterprise who con- 
template a parting of the ways have been aided as much as appears at first 
blush is problematical. The “single business” corporation may still not be 
divided tax-free into active and non-active parts. However, as previously 
indicated, it does appear that two stockholders may divide a single business 
activity, each, for example, controlling one-half of the old corporation’s 
customers, and each transferee corporation acquiring the benefit of the 
transferor’s business history. 

Non-pro rata distributions do not invite tax under the provisions of 
section 355, but as in the case of disproportionate transfers under section 
351 such distributions may, in effect, involve the making of a gift or the 
payment of compensation. Accordingly, reference to the appropriate sec- 
tions of the Code governing tax liability in such situations is found among 
the “boot” provisions of the new law.® Neither the Regulations nor the 
Senate Finance Committee Report elaborate on this feature, except that 
in the discussion of this rule under section 351 both state * that where 
stock and securities are not received in proportion, the transaction shall be 
treated as if they had first been received in proportion and then some had 
been used to make gifts, to pay compensation, or to satisfy obligations of 
any kind. The impact of taxation under these circumstances serves to 
lessen the apparent benefits of these non-pro rata distributions. 


G. TREATMENT OF STOCK AND SECURITIES DISTRIBUTED 


It has been pointed out that the surrender of stock by a shareholder is 
not a prerequisite to the receipt of a tax-free distribution under section 


61 See, for example, Lyons, supra note 4, where the author ventures the opinion that 
the provisions of the 1939 Code did not completely foreclose such tax-free separations. 
See also dissenting opinion in Scofield v. San Antonio Transit Company, rehearing denied, 
5th Cir. Feb. 18, 1955. 

62 Sec. 1.355-3, Proposed Reg., op. cit. supra note 3, at 8272. See also Sen. Rep. No. 
1622, op. cit. supra note 6. 

63 T.R.C. §356(f) (1954). 

64 Sec, 1.351-1(b) (1), Proposed Reg., op. cit. supra note 3, at 8268; Sen. Rep. No. 
1622, op. cit. supra note 6, at 264. 
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355. Security holders, on the other hand, have to surrender their securi- 
ties in order to receive a tax-free distribution of either stock or securities, 
or both. Similarly, shareholders who surrender no securities may not re- 
ceive tax-free distributions of securities despite any surrender of stock by 
them.** The statute imposes the test of a comparison between the principal 
amount of securities received and the principal amount of securities sur- 
rendered.* If the former exceeds the latter, then the “boot” provisions of 
section 356 are applicable.®* These rules will be discussed below in the 
section on “boot.” 

The Regulations ® point out that if only stock is received in a section 
355 distribution, then the principal amount of securities surrendered and 
the par value of the stock received are not relevant. They give an example 
of a tax-free distribution to an individual of stock in a controlled corpora- 
tion (par value $150,000), the former surrendering in exchange securi- 
ties of the distributing corporation (face amount $100,000). The indi- 
vidual, who has changed his position from that of creditor of the parent 
to sole owner of the former subsidiary, realizes no taxable gain as a result 
of this metamorphosis. A reverse shift would have a different result. The 
philosophy underlying this principle is treated in the discussion of the 
“boot” provisions of the new law. 

It has been noted that a trade or business acquired in a taxable trans- 
action, directly or indirectly, during the pre-distribution five-year period, 
does not qualify under the active trade or business requirements of section 
355. As a corollary, if stock of a controlled corporation is acquired by the 
distributing corporation within the five-year period “by reason of” any 
transaction in which gain or loss was recognized in whole or in part, such 
stock is treated not as stock but as other property or “boot.” * However, 
it is considered “stock” for purposes of determining whether all of the 
controlled corporation’s stock has been distributed, or if not, whether an 
amount constituting control has been distributed.” 

The Conference Committee Report * and the Regulations * indicate by 
example that if the distributing corporation acquires the required control 
during the five-year period, then section 355 does not apply at all, and no 
part of the distribution would be received tax-free. This rule is not at all 


65 T.R.C. §355(a) (2) (B) (1954). 

66 |. R.C. §355(a) (3) (B) (1954). 

87 T.R.C. §355(a) (3) (A) (1954). See also I.R.C. §354(a) (2) (1954). 
68 T.R.C. §355(a) (4) (1954). 

69 Sec. 1.355-2(e), Proposed Reg., op. cit. supra note 3, at 8271. 

70 L.R.C. §355(a) (3) (1954). 

71 L.R.C. §355(a) (1) (D) (1954). 

72 Supra note 27. 

78 Sec. 1.355-2(f), Proposed Reg., op. cit. supra note 3, at 8271. 














506 TAX LAW REVIEW [Vol. 10: 


clear under the language of the Code, except that if stock acquired within 
the five-year period is considered other property, then the distributing 


corporation would not under those circumstances have control within the | 


meaning of section 355(a)(1)(A). The prohibition against acquiring 
control of a corporation conducting a trade or business might also apply. 
The example in the Conference Report concerns a corporation which has 
held 20 per cent of the stock for more than five years and which purchases 
the remaining 80 per cent during the crucial five-year period. To be certain 
of no misunderstanding, the Regulations use an example where as much 
as 75 per cent of the controlled corporation’s stock is held for the required 
period and only 25 per cent is acquired within the prohibited period. A dis- 
tribution of all of the stock even under those circumstances would not 
qualify. 

The Conference Committee Report makes clear that, as in the case of an 
indirect acquisition of a trade or business, if the distributing corporation 
indirectly acquires controlled corporation stock previously purchased by 
another corporation (its subsidiary, for example) such stock will be 
treated as other property. 


V. Section 356—‘“Boor” 


Section 356 governs the tax treatment of the receipt of “boot,” that is, 
of property received in a section 354 or section 355 transaction in addition 
to that permitted to be received tax-free. Subsection (a) is derived from 
section 112(c) of the old Code and affects only exchanges."* Under para- 
graph (1), if property received in an exchange consists not only of “per- 
missible” property but also of other property or money, then any gain on 
the exchange is recognized, but in an amount limited to the sum of the 
money and the fair market value of the other property. 

Paragraph (2) of subsection (a) conforms to section 112(c) (2) of 
the 1939 Code.” If an exchange has the effect of the distribution of a divi- 


74 Section 356(a), unlike section 112(c) of the 1939 Code, is limited to the treatment of 
“boot” received in connection with certain reorganization exchanges and corporate dis- 
tributions. The treatment of “boot” received as a by-product of other non-taxable ex- 
changes is provided for in the exchange sections involved, viz., section 351 (section 
112(b) (5) (1939) ) ; section 1031 (section 112(b) (1) (1939) ) ; and section 1036 (section 
112(b) (2) (1939). 

75 Jt is interesting to note a slight, and apparently not very important, change in 
language. Although section 112(c) of the 1939 Code, like section 356(a), affects only 
exchanges, section 112(c) (2) refers to a distribution within the provisions of paragraph 
(1). Section 356(a) (2), however, conforming to the title of the subsection, speaks of an 
exchange which has the effect of the distribution of a dividend. Also, where section 
112(c) states “there shall be taxed as a dividend,” section 356(a) provides that “there 
shall be treated as a dividend.” The reason for this change may be found in the Senate 
Finance Committee Report (Sen. Rep. No. 1622, op. cit. supra note 6, at 250) in the 
discussion of section 312(f)(2), which states that the term “taxable dividend” in that 
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dend,”* the gain recognized under paragraph (1) is treated as a dividend 
to the extent of the distributee’s ratable share of the earnings and profits 
of the corporation accumulated after February 28, 1913, and the remainder 
is treated as gain from the exchange of property. 

Subsection (b), affecting only distributions under section 355 where 
the distributee surrenders no stock or securities in exchange, applies a new 
principle. If such distributee receives other property or money in addition 
to the “permissible” property, then an amount equal to the sum of the 
money and the fair market value of the other property is treated as a dis- 
tribution of property under the provisions of section 301. Section 301 sets 
forth the rules governing the taxation of corporate distributions of money 
and other property. 

Generally, therefore, the value of “boot” distributed in connection with 
section 355 distributions of stock or securities will be taxable as a divi- 
dend to the extent of the earnings and profits accumulated after February 
28, 1913 or of the earnings and profits of the taxable year “ of the dis- 
tributing corporation, without regard to the distributee’s ratable share 
thereof. 

There are thus three important distinctions between the receipt of “boot” 
in connection with exchanges (as in split-ups and split-offs) and such 
receipt where no exchange is involved (as in spin-offs) : 

(a) In the case of exchange transactions only the gain, if any, may be 
treated as a dividend. Where no exchange is involved, the entire value of 
the “boot” may be so treated. This is true even though the distributee’s 
relative interest in the corporation remains the same whether or not he 
surrenders part of his stock,** so that the distinction between the two situa- 
tions is not one of substance. 

(b) In the case of exchange transactions the amount taxable as a divi- 
dend is limited to the distributee’s ratable share of the accumulated earn- 
ings and profits. In other transactions the dividend is measured by the 
entire amount of the corporate earnings and profits. This may be impor- 
tant in the case of non-pro rata distributions.”® 

(c) Earnings and profits of the taxable year are taken into account 
only in the case of non-exchange transactions. Thus, if a corporation shows 
a deficit but has earnings in the taxable year, no amount may be taxed as 


section means “treated as a dividend” for purposes of the 1954 Code in order that the 
partial exclusion of dividends under section 116 would not vary the result. 

16 See Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). 

17 See ILR.C. §316 (1954). 

78A position the Treasury adopted prior to the Revenue Act of 1951. See Mette, 
supra note 1. 


79 See Sec. 1.356-2(b), Proposed Reg., op. cit. supra note 3, at 8273, Example (2). 
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a dividend in the case of exchange transactions, but the entire value of the 
“boot” may be so taxed in other transactions. 

The premium thus placed on exchanges provokes curiosity whether, in 
the event of a token surrender of stock or securities by a distributee, an 
attempt would be made by the Treasury to find a distribution rather than 
an exchange with respect to a portion of the stock and securities distrib- 
uted so as to impose the greater tax incidence of section 356(b) in respect 
of any “boot” distributions. Would there then be a comparison of prin- 
cipal amounts of stock exchanged as well as of securities exchanged? 
Would a surrender of a nominal amount of stock for a substantial amount 
of securities qualify as an exchange? 

The effect of section 356(b) then is to conform the new boot provisions 
as they affect non-exchange transactions to the Court’s approach in the 
Bedford case.*° The Court in that case looked to the definition of “divi- 
dend” in section 115(a) of the 1939 Code to confirm the conclusion that 
a distribution of accumulated earnings and profits would have the effect 
of the distribution of a taxable dividend where a reorganization brought 
section 112(c) (2) into play. But the former section defined “dividend” to 
include also distributions out of earnings or profits of the taxable year, 
whereas the latter imposed a double limitation of the amount of gain 
recognized and the taxpayer’s ratable share of the accumulated earnings 
and profits. Section 356(b) now invokes the ordinary dividend provisions 
of sections 301 and 316, derived from section 115(a), without limitation. 

The Regulations *' point out, as the Code does not, that subsections (b) 
and (d) of section 301 do not apply to section 356(b) “boot” distribu- 
tions. The effect of this exception is that both corporate and non-corporate 
distributees of “boot’’ receive the same treatment. In ordinary dividend 
distributions to corporations of property other than money, for example, 
the adjusted basis of the property in the hands of the distributing corpora- 
tion has to be considered.*” According to the Regulations, however, such 
consideration plays no part in section 356(b) “boot” distributions. Simi- 
larly, the distinction in the treatment of corporate and non-corporate dis- 
tributees with respect to the basis of property received ** is removed. These 
provisions of the Regulations may have the laudable purpose of affording 


80 Supra note 76. 

81 Sec. 1.356-2(a), Proposed Reg., op. cit. supra note 3, at 8273. 

82 T.R.C. §301(b) (1) (B) (1954). 

88T.R.C. §301(d) (1954). The Regulations deny also to recipients (both corporate 
and non-corporate) of section 356(b) “boot” the benefits of the reduction of the amount 
of the distribution by the amount of any liability of the distributing corporation assumed 
by the shareholder or the amount of any liability to which the property is subject, as 
permitted by section 301 (b) (2). 
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similar treatment to corporate and non-corporate distributees under sec- 
tion 356(b), just as they are similarly treated under section 356(a),* 
but it is difficult to discover any Congressional mandate for the promulga- 
tion of these rules.** 

Section 356(c), like its counterpart, section 112(e) of the 1939 Code, 
provides that the distribution of “boot” in sections 354 and 355 trans- 
actions shall in no event result in the recognition of loss. 

Subsection (d) of section 356 presents new law of a type which may 
upset many a cherished plan. Mention has already been made of the cir- 
cumstances under which the receipt of securities would mean the receipt 
of taxable “boot.” ®* It has been noted that the sole test of the taxability 
of transactions involving the receipt of securities is a comparison of the 
principal amount of securities received with the principal amount of securi- 
ties surrendered. If an excess principal amount is received, then the fair 
market value of such excess is treated as “boot.” 

The Senate Finance Committee Report states in its discussion of two 
different sections *’ that by this treatment of securities received a principle 
analogous to that found in the case of Commissioner v. Neustadt’s Trust ** 
has been adopted. The Report *° states also that the treatment of securities 
as “other property” is a restatement of the principle of Bazley v. Commis- 
sioner.*° If by enacting this provision Congress has indeed adopted the 
principles of those cases, it has also gone much farther. It has negated the 
effect of such taxpayer stalwarts as Penfield v. Davis,** Wolf Envelope 


84 Since section 356(a) makes no reference to section 301, the problem does not arise. 

85 A plea of a desire for consistency should meet with no enthusiastic reception. The 
inconsistent treatment of exchange transactions and distribution transactions has been 
discussed. Furthermore, corporate shareholders receive beneficial dividend treatment, in 
any event, under the provisions of section 243. 

86 See ILR.C. §§354(a) (2) and (3), and 355(a) (3) and (4). Note that section 354(c) 
exempts certain railroad reorganization plans from these provisions. 

87 Sen. Rep. No. 1622, op. cit. supra note 6, at 267 in connection with section 355, and 
and at 268 in respect of section 356. 

88131 F.2d 528 (2d Cir. 1942), holding tax-free an exchange of 20-year 6 per cent 
debentures for a like face amount of 10-year 3-1/4 per cent convertible debentures of the 
same corporation. 

89 Sen. Rep. No. 1622, op. cit. supra note 6, at 269. 

90 331 U.S. 737 (1947), taxing as a dividend the value of debentures received by con- 
trolling shareholders in an exchange of stock for stock and debentures. 

91105 F.Supp. 292 (N.D. Ala. 1952), aff’d, 205 F.2d 798 (Sth Cir. 1953), holding 
tax-free an exchange of preferred stock for bonds. In addition, the new provision in- 
directly renders moot, as far as a distribution of securities is concerned, further con- 
sideration of the question whether in an exchange of assets for securities a proprietary 
interest is required to be retained in order that the continuity of interest requirement be 
satisfied for purposes of determining whether there has been a reorganization. See 
LeTulle v. Scofield, 308 U.S. 415 (1940) and cases cited therein. 
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Company, Daisy Seide,®** and Clarence J. Schoo.** A transformation 
from a proprietary interest, whether represented by common stock or by 
preferred stock and regardless of how many shareholders participate and 
in what proportions to that of a creditor, is now banned. It is true that the 
Commissioner has always taken a dim view of these transmutations, but 
the courts have not blindly adopted Bagley as exclusive dogma, applying 
instead their own “net effect” tests to the circumstances of each case. The 
gray area has now been eliminated. 

The “principal amount” test appears to apply Bazley in so far as a sub- 
sequent redemption of the securities could result in a distribution of earn- 
ings. But not all exchanges of stock for securities have this aim, nor will 
they all necessarily have this resu!t, since they do not all involve close 
corporations and all of the stockholders do not always participate. The 
usual opportunity to show that the transaction is not a device for the dis- 
tribution of earnings is sadly lacking here. 

The Court in the Neustadt case stressed that the bondholders had not 
changed their original investments and that accordingly the exchange was 
not a taxable event. Would a difference in principal amounts have involved 
a change in the original investment? The Court found that the business 
purpose of the transaction lay in (1) the changed interest rate; (2) the 
changed maturity date; and (3) the addition of a conversion option. But 
it was precisely the existence and validity of such business purpose which 
ascribed to the bonds received a value different from that of the bonds sur- 
rendered. If “boot” principles are to be applied then to an exchange of 
securities, why not a comparison of market values to establish taxability 
in the first place? Thus, under the new law if an excess principal amount 
is received, the fair market value of such excess principal amount is taxed, 
although the total of the fair market value of the two issues exchanged 
may be the same and though the taxpayer takes no steps to realize on his 
bonanza. On the other hand, if the principal amounts exchanged are the 
same, no immediate tax ensues, despite any disparity in fair market values 
on which the taxpayer may subsequently realize a profit. The Commis- 
sioner apparently did not feel that his position was unduly exposed in the 
Neustadt-type of situation, since he accepted the “principle” of the deci- 
sion.* 

In treating securities as “other property” is the new Code really adopt- 
ing the rule of the Bazley decision? The Court in the Bazley case treated 


9217 T.C. 471 (1951), appeal dismissed, 197 F.2d 864 (6th Cir. 1952), treating as 
tax-free an exchange of stock and debentures for debentures. 

93 18 T.C. 502 (1952), holding tax-free an exchange of preferred stock for debentures. 

9447 B.T.A. 459 (1942), appeal dismissed, 1st Cir. Mar. 29, 1943, holding tax-free an 
exchange of common and preferred stock for common stock and debentures, respectively. 
95 See I.T. 4081, 1952-1 Cum. Butt. 65. 
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the distribution of the debentures as the equivalent of the distributioa of 
a cash dividend. Accordingly, it applied the provisions of section 115(a) 
or (g) of the 1939 Code.** The result would have been the same under 
either subsection, since the accumulated earnings and profits were suf- 
ficient to cover the total value of the debentures received. In the accom- 
panying Adams ™ decision, the principal amount of debentures exceeded 
the amount of accumulated earnings and profits. The debentures were 
taxed as a dividend to the extent of the accumulated earnings, their fair 
market value being found to be at least equivalent to such amount. There 
was no mention of the treatment of the excess, if any, of the fair market 
value of the debentures over the amount taxed as a dividend. 

Under the new Code we are faced, as pointed out above, with the dis- 
tinction between exchange and non-exchange transactions. Any transac- 
tion in which an exchange is involved, for example, stock for stock and 
securities, would apparently be considered an exchange transaction to be 
treated under section 356(a) even though no securities are surrendered.®* 
But there is no specific indication whether paragraph (1) or (2) of sub- 
section (a) would apply. If paragraph (1), then capital gains would re- 
sult; if paragraph (2), then both dividend income and capital gains may 
result, the former being limited to the taxpayer’s ratable share of earnings. 
Neither of these results accords, at any rate, with the Adams decision. 
Furthermore, the Court dismissed section 112(c)(1) and (2), the source 
of section 356(a), except by way of some regretted dictum. 

The provisions of section 356(b), applicable only to distributions, would 
seem to accord more with Bazley and Adams, which, of course, involved 
exchanges, although, as noted above, the presence of earnings of the tax- 
able year plays a part in taxation under that subsection. 

One of the problems the Court faced in the Neustadt case concerned the 
meaning of the term “securities.” It found that under the rationale of 
prior decisions the debentures exchanged in that case could be considered 
securities for purposes of section 112(b)(3). The new law ignores its 
opportunity to put an end to conjecture,” although a definition appears 


96 The Tax Court (Alice H. Bazley, 4 T.C. 897 (1945)) found the distribution to be 
essentially equivalent to a dividend under section 115(g) of the 1939 Code. The Court 
of Appeals (Bazely v. Comm’r, 155 F.2d 237 (3d Cir. 1946)) stated that what was 
accomplished could have been accomplished by the declaration of a dividend, cited 
section 115(a), and sustained the section 115(g) finding of the Tax Court. The Supreme 
Court (331 U.S. 737 (1947)) stated also that a cash distribution would have had the 
same result and found that the Tax Court had applied sections 22(a) and 115(a) and (g) 
of the 1939 Code. 

97 Adams v. Comm’r, 331 U.S. 737 (1947). 

98 See discussion of Regulations, pp. 512-514 infra. 

99 See, for example, Comm’r v. Sisto Financial Corporation, 139 F.2d 253 (2d Cir. 
1943) ; Helvering v. Watts, 296 U.S. 387 (1935); Neville Coke and Chemical Co. v. 
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elsewhere in the Code for other purposes.*°° The Senate Finance Com- 
mittee Report and the Regulations provide no help in this connection. 

Turning to the Regulations,*®* we find six examples of the treatment of 
securities as “other property.” All concern exchange transactions in which 
securities are received, but in not all are securities surrendered. The fair 
market value of the securities received is stated in each case, but the value 
of the securities surrendered is never stated. Instead, where an excess prin- 
cipal amount is received, the amount treated as “other property” is com- 
puted by the following formula: 

Fair market value of excess principal amount equals fair market value 
of securities received minus 


face amount of securities surrendered 
face amount of securities received 





fair market value of securities received. 


It does not appear that this is intended to represent an exclusive method 
of computing the value of the excess principal amount of securities re- 
ceived, since it presupposes that where securities are exchanged the values 
are in proportion to the principal amounts. It is possible, as has been 
observed above, for securities of dissimilar face amounts to be of equiva- 
lent market values and for any difference in values on the exchange to be 
represented by the other subjects of the exchange, e.g., shares of stock. 

The first example concerns an exchange by an individual of 100 shares 
of stock for 100 shares of stock and a security in the principal amount of 
$1,000 having a fair market value of $990. Since this involves the receipt 
of a security without the surrender of a security, the entire market value 
of the security received is treated as “other property.’ In the second ex- 
ample an individual exchanges 100 shares of stock and a security (prin- 
cipal amount $1,000 and fair market value $1,575) for 300 shares of 
stock and a security (principal amount $1,500). The exchange of stock 
creates no problem despite the disparity in number of shares. However, as 
to the securities there is an excess principal amount received. The fair mar- 
ket value of this excess ($525) is treated as “other property.” 

In the third example an individual exchanges a security in the principal 
amount of $1,000 for 100 shares of stock and a security in the principal 
amount of $900. Thus, the former creditor emerges with both stock and 
securities. Since the receipt of stock never involves the receipt of “other 


Comm’r, 148 F.2d 599 (3d Cir. 1945); and Camp Wolters Enterprises, Inc., 22 T.C. 
737 (1954). 

100 See sections 165(g)(2) and 1236(c) (1954) where for purposes of “worthless 
securities” and taxation of “dealers in securities,” respectively, the term is held to include 
shares of stock. See also I.R.C. §1083 (1954). 

101 Sec, 1.356-3, Proposed Reg., op. cit. supra note 3, at 8273. 
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property” even in the absence of a surrender of stock,’? and since the 
principal amount of the security received is less than the principal amount 
surrendered, no “other property” problem arises here. 

The fourth example involves an exchange of a security (principal 
amount $1,000) for 100 shares of stock and a security (principal amount 
$1,200 and fair market value $1,100). The fair market value of the excess 
principal amount ($183.33) is treated as “other property.” 

The fifth example contemplates an exchange by an individual of a 
security (principal amount $1,000) for another security (principal amount 
$1,200 and fair market value $1,080). Again, the fair market value of the 
excess ($180) is treated as “other property.” 

In the last example an individual exchanges a security in the principal 
amount of $1,000 for two different securities, each in the principal amount 
of $750. One of the securities received has a fair market value of $750, 
and the other a fair market value of $600. One-third of the fair market 
value of each security ($250 and $200, respectively) is treated as ‘other 
property.” 

It has been observed that the provisions of section 356(b), calling for 
the application of section 301 to the receipt of money and other property, 
apply to distributions rather than to exchanges. One type of exchange, 
however, would invoke the same rules, namely, an exchange of section 306 
stock °° for other property or money.’** Thus, where the receipt of other 
property or money in a transaction in which stock is surrendered may 
otherwise result in a capital gain under the provisions of section 356(a) 
where such stock was originally received under the conditions specified in 
section 306(c), its surrender even in an exchange may result in a dividend 
under the provisions of section 301. The Regulations *” state that the 


102 Except, of course, stock acquired by the distributing corporation in a taxable trans- 
action within five years of the distribution (I.R.C. §355(a) (3) (1954) ). 

103 See definition in section 306(c) (1954). 

104 T. R.C. §356(e) (1954). 

105 Sec. 1.356-4, Proposed Reg. op. cit. supra note 3, at 8274. The treatment of the 
receipt of other property or money in transactions involving section 355 distributions, 
or exchanges for section 306 stock, by reference to section 301 distributions rather than 
by outright definition (as in section 356(a)), may create unexpected problems. For ex- 
ample, section 301(f) contains cross-references to the provisions governing distributions 
in redemption of stock (section 302) and distributions in partial or complete liquidation 
(Part II of Subchapter C, particularly section 331). A surrender of section 306 stock 
in exchange for securities, for example, might perhaps involve a redemption under cir- 
cumstances resulting in the realization of a capital gain (see sections 306(b) (1) (B) 
and 302(b) (3) ) despite the other provisions of section 356 concerning an excess principal 
amount of securities received. Similarly, a surrender of section 306 stock in exchange for 
stock and money might comprise a partial liquidation and a capital gain (see sections 
306(b) (2) and 331(a) (2)). 
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determination whether it is section 306 stock which is surrendered for 
other property or money involves a question of fact to be decided under 
all the circumstances of each case. They add the presumption that ordi- 
narily if any section 306 stock is owned by a stockholder prior to the trans- 
action, the other property or money received would first be treated as re- 
ceived in exchange for such stock,’”* regardless, apparently, of whether it is 
this stock or other stock which is surrendered in the exchange. This broad 
rule must of necessity invite exceptions, and the word “ordinarily” presents 
the pretext, if any were needed. In any event, if the shareholder were per- 
mitted, under proper circumstances, to identify the stock surrendered and 
be considered to have retained the section 306 stock,’”’ he could completely 
avoid a dividend tax even after the eventual disposition of the section 306 
stock.’ 

Section 361(a), reenacting section 112(b) (4) of the 1939 Code, pro- 
vides for non-recognition of gain or loss to corporate transferors of prop- 
erty in exchange for stock or securities in another corporation where both 
corporations are parties to a reorganization. Section 361(b), like section 
112(d), governs the tax treatment of “boot” received by the transferor. 
Of course, the avoidance of gain on the part of the transferor corporation, 
effected through a distribution of the “boot,” may now, if the provisions 
of section 356(b) are involved, impose a heavier tax burden on the dis- 
tributee than under the old law. 


VI. AssuMPTION OF LIABILITIES 


The rules of the 1939 Code relative to the taxpayer’s relief from a lia- 
bility in connection with certain tax-free exchanges * are continued in 
section 357(a) and (b). Thus, if another party to the exchange assumes 
a liability of the taxpayer or acquires from the taxpayer property subject 
to a liability, such assumption or acquisition does not prevent the exchange 
from being tax-free and is not treated as money or other property, pro- 
vided the principal purpose of the taxpayer with respect to the assumption 


106 See similar language in SEN. Rep. No. 1622, op. cit. supra note 6, at 269. 

107 Jd.; “However, such other property will not be applied against section 306 stock in 
any case in which the taxpayer establishes that the facts of the transaction are such that 
the other property was not surrendered for such section 306 stock.” 

108 This result would follow from the utilization of the provisions of section 356(a) (1) 
with respect to the stock surrendered and the later application of section 306(b). The 
Senate Report (SEN. Rep. No. 1622, op. cit. supra note 6, at 269), in citing an example 
of a surrender of section 306 stock for cash, states that the amount of such cash would 
be included in income under section 306(c) to the extent of the earnings and profits of 
the corporation at the time of distribution. In view of the reference in that section to 
section 316 and in view of the provisions of the other subsections of section 301, it does 
not appear that this example represents exclusive treatment of this type of exchange. 
109 Under I.R.C. §§351, 361, or 371 (1954). 
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or acquisition was bona fide and was not the avoidance of federal income 
tax on the exchange.?"° 

Section 357(c) adds a new provision concerning the assumption of lia- 
bilities or the transfer of property subject to liabilities in connection with 
section 351 exchanges and section 361 exchanges accompanying section 
368(a)(1)(D) reorganizations. If these liabilities exceed the adjusted 
basis of the property transferred in such exchanges, then to the extent of 
such excess the transferor is taxable as on a gain from the sale or exchange 
of the property. The Regulations ** state that the same result will fol- 
low whether or not the liabilities to which the property is subject are 
assumed by the transferee. If the provisions of subsection (b) relating to 


the purpose of the transaction are applicable, then those of subsection (c) 


are not.??* 


VII. Basis 


The provisions governing the basis to distributees in respect of the ex- 
changes and distributions heretofore discussed are to be found in section 
358. Generally, under subsection (a)(1) the basis of the property re- 
ceived tax-free is the same as that of the property exchanged, decreased 
by the fair market value of other property and money received by the tax- 
payer and increased by the amount which was treated as a dividend or 
otherwise recognized as a gain. The changes from section 113(a) (6) of 
the 1939 Code were made to conform the basis provisions to the new 
exchange and distribution provisions.’™* 


110 Section 1.357-1(a) of the Regulations (Proposed Reg., op. cit. supra note 3, at 
8274) points out that such liabilities are nevertheless to be taken into account in com- 
puting gain or loss realized on the exchange. Further, if the principal purpose is a pro- 
hibited one, then the total amount of liabilities assumed or acquired, not merely the 
particular liability which was the subject of the prohibited purpose, is treated as money 
received on the exchange. See Jd., Section 1.357-1(c) at 8275. According to SEN. REp. 
No. 1622, op. cit. supra note 6, at 270, this provision, found also in the Code, is intended 
to “clarify” existing law under the 1939 Code. 

111 Sec, 1.357-2(a), Proposed Reg., op. cit. supra note 3, at 8274. 

112 The Senate Report (Sen. Rep. No. 1622, op. cit. supra note 6, at 270) makes a point 
of the fact that the House bill imposed a capital gains tax in this connection regardless 
of the nature of the assets transferred. This is not the rule under the law as enacted. 
According to the Regulations (Sec. 1.357-2(b), Proposed Reg., op. cit. supra note 3, at 
8275) the determination whether a gain in this type of transaction is a capital gain or 
otherwise, and if the former, whether it is long-term or short-term (where assets of 
both types or of various holding periods are transferred) depends on the ratio that the 
fair market value of each class of assets bears to the total fair market value of all the 
assets transferred. 

118 The Senate Report (SEN. Rep. No. 1622, op. cit. supra note 6, at 271) states that 
the reference to the amount “treated as a dividend” was included because of the manner 
in which “other property” received in exchange for section 306 stock is taxed. See sec- 
tion 356(e) (1954) under which “recognized gain” is not a factor. Of course, this is also 
true of section 356(b). 








516 TAX LAW REVIEW [ Vol. 10: 


Under subsection (a)(2) the basis of other property, except money, 
received by the taxpayer in the exchange is its fair market value. 

Subsection (b) provides for an allocation of the basis of property re- 
ceived tax-free under Regulations to be prescribed. The Regulations ™ 
present detailed rules and examples for this purpose. Generally, the basis 
of all the stock and securities held before the transaction with respect to 
which the exchange or distribution was made, but adjusted under sub- 
section (a), is allocated among the stock and securities held immediately 
after the transaction, whether or not received in the transaction, in pro- 
portion to their respective fair market values at the time. The allocation 
is separately made as to each class of stock and each class of security. 
These rules do not apply to stock and securities which are treated as “other 
property.” 7° 

The rules governing the basis of property acquired by a corporation in 
a reorganization remain substantially the same as under the 1939 Code." 
The basis is that of the transferor increased in the amount of gain recog- 
nized to the transferor on the transfer. 


VIII. Errect or DistrisuTIONS ON EARNINGS AND PROFITS 


Section 312 of the 1954 Code governs the effect of corporate distribu- 
tions on earnings and profits of both distributing corporations and stock- 
holder corporations. Subsection (d) provides that if no gain was recog- 
nized to the distributee or if the distribution was not subject to tax by 
reason of section 305(a),'!* then it is not to be considered a distribution 
of the earnings and profits of any corporation.”"* 


Subsection (f)(2) controls the treatment of the earnings and profits 


of a corporation receiving a distribution from another corporation not tax- 
able as a dividend. Earnings and profits of the recipient are not increased 

114 Sec. 1.358-2, Proposed Reg., op. cit. supra note 3, at 8275. 

115 Jn the case of a section 355 distribution, the stock and securities of the dis- 
tributing corporation which are retained are treated, for basis purposes, as having been 
surrendered and received back in an exchange. See I.R.C. §358(c) (1954). In the case 
of a transfer of property subject to a liability or an assumption of a liability by another 
party to the exchange, the amount of the liability is treated, for basis purposes, as money 
received by the taxpayer. See I.R.C. §358(d) (1954). 

116 Cf, IL.R.C. §$362(b) (1954) and I.R.C. §113(a) (7) (1939). 

117 Relating to stock dividends and distributions of stock rights. 

118 Although the title of this subsection refers to distributions of stock and securities, 
its provisions govern also the distribution of property which, under section 317(a), in- 
cludes money. The source of section 312(d) is section 115(h) of the 1939 Code. Where 
the old section referred to non-recognition of gain “by law,” the new one speaks of 
non-recognition “under this Code.” However, section 312(d) (2) provides that if section 
115(h) of the 1939 Code applied to a distribution the effect on earnings and profits is 
determined under such section. The same results would generally ensue, in any event. 
See also Sec. 1.312-11(b) and (c), Proposed Reg., of. cit. supra note 3, at 8252. 
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(1) in respect of the part of such distribution which is applied to decrease 
the basis of the stock in respect of which the distribution is made, and 
(2) if as a result of the distribution the basis of the stock in respect of 
which the distribution is made is required to be allocated or would be allo- 
cated but for special rules under section 307(b). These provisions apply 
to tax-free distributions received by corporate stockholders in connection 
with divisive reorganizations as well as to other distributions."** Under 
the basis provisions discussed above,’*® the second test of section 312(f) 
(2) would be met in the case of section 355 distributions,’ so that earn- 
ings and profits of the distributee would not be increased as a result 
thereof. 

The earnings and profits of a corporation would not, of course, be 
affected by an exchange resulting in the recognition of no gain or loss. 
In an exchange in which gain is recognized, the earnings and profits of 
the recipient corporation are increased by the amount of the recognized 
gain.’ 

A divisive reorganization involves the surrender by a corporation of 
a portion of its assets to another corporate entity or entities. As noted, 
under proper circumstances this type of transaction may be effectuated 
without the immediate imposition of any tax. The question which the 1939 
Code made no direct attempt to answer and which led the courts into 
some rather earnest contortions of logic is: With specific reference to 
the accumulated earnings and profits (or deficit) of the transferor, to what 
extent in such a reorganization does the transferee inherit the identity of 
the transferor and succeed thereto? The old Regulations *** did enunciate 
the requirement that the earnings and profits (no mention being made of 
deficits) of the transferor be allocated between the transferor and trans- 
feree corporations but laid down no precise rules for making such alloca- 
tion. 

The new Code ?* does no more than take legislative notice of the prob- 
lem, thus supplanting the administrative notice of the old Regulations, by 
providing that in the case of a section 355 distribution or exchange or of 
a section 356 transaction relating to section 355 “proper” allocation shall 
be made with respect to the earnings and profits (no mention of deficits 
being made) of the distributing corporation and the controlled corporation 


119 Such as non-taxable stock dividends. See Sec. 1.312-8(b), Example (2), Proposed 
Reg., op. cit. supra note 3, at 8250. Note also section 301(c) (2) which provides for the 
reduction of the basis of the stock in respect of that portion of a section 301 distribution 
which is not taxed as a dividend. 

120 See pp. 515-516 supra. 

121 See note 115 supra. 

122 T.R.C. §312(£) (1) (1954). 

123 Reg. 118, Sec. 39.115 (a)-3. 

1247]. R.C. §312(i) (1954). 
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or corporations under Regulations to be prescribed. The effect of this new 
provision is to authorize the Secretary of the Treasury to promulgate spe- 
cific rules in this area. This approach, as the Senate Finance Committee 
Report *° points out, replaces the House provision which did supply 
detailed allocation rules. This, then, is another instance in which it did not 
appear desirable to try specifically to cover every contingency by legislation. 
The Senate Report does prescribe the limitation that in no case may the 
earnings and profits of a corporation exceed its total net worth as a result 
of the allocation. The Report states also that the Sansome '** rule is to be 
applied to section 355 distributions or exchanges made, pursuant to (D) 
reorganizations, immediately after the corporate transfer of assets, so as 
to allocate a portion of the earnings and profits of the distributing corpora- 
tion to the controlled corporation. In no case, however, would a deficit of 
a distributing corporation be so allocated. The Sansome decision involved 
a non-taxable corporate reorganization in which the transferor parted with 
all its assets. Judge Learned Hand held that a corporate reorganization 
which results in no gain or loss “does not toll the company’s life as a 
continued venture,” so that earnings and profits of the transferor remain 
such in the hands of the successor. 

The original reasoning supporting the Sansome doctrine was demolished 
by the Supreme Court in Commissioner v. Munter,)** in which the Court 
rejected the doctrine that the carry-over of earnings and profits derives 
from the fact that there is a continuation of the old venture as a result of 
the reorganization. The Munter decision resulted from the conflict between 
the rule of the Sansome case and the decision in Campbell v. United 
States,!°8 which held that where there was some change in ownership in a 
reorganization as a result of the participation of new investors, the earn- 
ings and profits did not carry over to the new corporation, inasmuch as the 
latter could not properly be called a continuation of its predecessor. The 
Court in Munter was much less subtle. It stated that the Congressional 
purpose was to tax all stockholders who receive distributions of corporate 
earnings and profits. The corporation involved in Munter had resulted 
from a merger of two corporations which had earnings and profits. The 
Tax Court had followed the Sansome rule; the Third Circuit Court had 
followed the Campbell decision because of the presence of new investors. 
The Supreme Court adopted the simple “rule” that it was necessary first to 
determine what part of the earnings and profits were not taxed at the time 
of the merger. Such amount would be available for subsequent distribu- 


125 Sen. Rep. No. 1622, op. cit. supra note 6, at 250. 

126 Comm’r v. Sansome, 60 F.2d 931 (2d Cir. 1932), cert. denied, 287 U.S. 667 (1932). 
127 331 U.S. 210 (1947). 

128 144 F.2d 177 (3d Cir. 1944). 





as = 6 fr << 


AS 





1955] DIVISIVE CORPORATE REORGANIZATIONS 519 


tion as earnings and profits, despite any disparity in ownership resulting 
from the merger. 

Although the Senate Report does not mention the case of Commissioner 
v. Phipps,'®® it is the principle of that case which is apparently applied in 
the statement that no deficit of a distributing corporation will ever be 
allocated to a controlled corporation. The Phipps case involved the tax-free 
liquidation of several subsidiaries into a parent. The deficits of the subsidi- 
aries were not allowed to reduce the earnings and profits of the parent, 
although the earnings and profits of one subsidiary with a surplus were 
carried over. Thus, on a transfer of assets ina (D) reorganization and an 
exchange or distribution under section 355, earnings and profits of the 
transferor corporation will carry over but a deficit will not. 

The difference in terminology makes it difficult to ascertain whether or 
not it is really the Phipps rule which has been invoked. Thus, in Phipps 
the deficit corporations played the same role as the transferor corporation 
in a (D) reorganization, i.e., they transferred assets. Moreover, in both 
cases the transferee of the assets is denied the deficit carry-over. However, 
in terms of “distributing” corporation and “controlled” corporation, the 
analogy breaks down. In Phipps the deficit-subsidiaries were controlled, at 
least prior to the asset transfer. Thereafter, only one corporation remained. 
In section 355 parlance, it is the controlled subsidiary which may not 
receive the deficit of the parent (distributing corporation). 

In the Phipps decision the Court cited J/unter and compared the case of 
Harter v. Helvering,’*° in which the deficit of the parent was allowed to 
reduce the earnings and profits of the subsidiary after a tax-free liquida- 
tion in the determination of the amount available for the distribution of 
taxable dividends. The Court pointed out in Phipps that in Harter nothing 
was lost by the procedure followed, since the parent had no earnings and 
profits to support a taxable distribution, in any event. However, if in 
Phipps the deficit of the subsidiary had been permitted to reduce or elimi- 
nate the earnings and profits of the parent, a non-taxable distribution 
would have been made possible where no such possibility existed before.’ 
Again, applying the terms “distributing” and “controlled” corporations, 
the earnings and profits of the distributing corporation may be allocated 


129 336 U.S. 410 (1949). 
130 79 F.2d 12 (2d Cir. 1935). 
131 Note the language of the Court in the recent case of Snider v. United States, 125 


F.Supp. 352 (D. Mass. 1954) : 

“. .. In spite of certain language in the opinion I do not read in the Phipps case a 
repudiation of the entire doctrine of continuity. While criticizing continuity of venture, 
the court seemingly recognized continuity of the character of individual items. ... It 
superimposed, however, a further principle that it is inconsistent with the idea of a 
tax-free reorganization that the government should lose by the process. 

“It is equally inconsistent that the government should gain by the process, and in my 
opinion nothing in the Phipps case compels me so to hold.” 
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against the deficit of a controlled corporation. This follows the logic of 
the Harter decision, since even prior to such allocation the deficit of the 
controlled corporation would not permit taxation of its distributions. 

It was apparently then the purpose of the Senate Finance Committee to 
follow existing case law in proposing section 312(i) of the new Code. Of 
course, this new section concerns allocation in connection with corporate 
separations. Most of the leading cases in the area of carry-over of earnings 
and profits involve a surrender by the transferor of all of its assets. How- 
ever, the principle that a transfer of only a part of the assets comprehends 
a transfer of part of the earnings and profits has been recognized under 
the old law.**? 

In accordance with the mandate of the law the Regulations *** proceed 
to prescribe the rules for making the required allocation. These rules apply 
only in the case of a distribution or exchange. Thus, there is no allocation 
if property is merely transferred by one corporation to another under the 
provisions of section 351; *** the earnings and profits of the transferor 
are left intact to cover the taxability of any subsequent distribution of 
the stock of the controlled corporation in which the requirements of section 
355 are not met. Where the distribution is made immediately following a 
(D) reorganization in which the transferor (distributor) transferred 
part of its assets constituting an active trade or business, the earnings and 
profits of the transferor immediately before the transaction are allocated 
between it and the transferee (controlled corporation) in proportion, gen- 
erally, “to the fair market value of the business or businesses retained by 
the distributing corporation and the business or businesses of the controlled 
corporation immediately after the transaction.”’ The intent of these Regu- 
lations, it would seem, is to compare the business retained with the busi- 
ness transferred rather than with any other business of the controlled 
corporation. In a “proper case” the allocation may also be made between 
the two corporations “in proportion to the net basis of the assets trans- 
ferred and of the assets retained” or by any other appropriate method, 


132 See Stella K. Mandel, 5 T.C. 684 (1945). The treatment of earnings and profits 
as well as of deficits in the case of a transfer of substantially all the assets of a corpo- 
ration is found in section 381 of the 1954 Code. As the Senate Committee Report (SEN. 
Rep. No. 1622, op. cit. supra note 6, at 276) makes clear, this section does not apply to 
divisive reorganizations. It is interesting to note that not only do the earnings and 
profits of the transferor carry over, but a deficit of the transferor or of the acquiring 
corporation may carry over to offset earnings accumulated after the date of the transfer. 
This provision involves thus a modification of the rules of both the Phipps and Harter 
decisions. 

183 Sec. 1.312-10, Proposed Reg., op. cit. supra note 3, at 8251. 
134 See Sec. 1.312-11(a), Proposed Reg., op. cit. supra note 3, at 8252. 
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the term “net basis” meaning the basis of the assets less liabilities assumed 
or liabilities to which the assets are subject.** 

The Regulations provide also that the part of the earnings and profits 
of the taxable year of the distributing corporation in which the trans- 
action occurs allocable to the controlled corporation is to be included in the 
computation of the earnings and profits of the first taxable year of the 
controlled corporation ending after the date of the transaction.*** 

The Regulations then repeat the statement of the Senate Report **” 
concerning a section 355 distribution or exchange which is not pursuant 
to a (D) reorganization. In such case the transaction is treated as though 
a holding company had been organized to receive the stock of the con- 
trolled corporation in a (D) reorganization. In no event are the earnings 
and profits of the controlled corporation after the distribution to be less 
than the amount by which the earnings and profits of the distributing cor- 
poration are decreased ; presumably, this decrease is determined in accord- 
ance with the allocation rules governing (D) reorganization transactions. 
Whenever the earnings and profits of the former are less than this amount, 
including a case in which it has a deficit, such earnings and profits are to 
be increased so as to equal this amount. On the other hand, if the earnings 
and profits of the controlled corporation are more than this amount, they 
are not to be either decreased or increased. 

In addition, in any case in which the entire net worth of the controlled 
corporation is less than the amount of the earnings and profits which 
would be allocable to it, its earnings and profits are to be equal to its entire 
net worth. In such a case the earnings and profits of the distributing cor- 
poration are decreased by an amount equal to the entire net worth of the 
controlled corporation. The term “net worth” is defined as the sum of the 
bases of all the properties, plus cash, and minus all liabilities. 

The effect of these provisions is that there is not always a reciprocal 
relationship between the amount by which earnings and profits of the dis- 
tributing corporation are decreased and the amount by which those of the 
controlled corporation are increased. These rules, however, appear effec- 
tively to have limited the possibilities of tax avoidance through a future 
distribution by the controlled corporation with respect to its stock received 
in the section 355 exchange or distribution. 


185 Would an appropriate method ever allow a showing that the specific assets trans- 
ferred do not represent an investment of earnings and profits? See Mandel, supra note 132. 

186 Cf, Reg. 118, Sec. 39.115(a)-3, limiting the amount includible in the current 
earnings and profits of the transferee to its proportionate part of the current earnings 
and profits of the transferor accumulated as of the date of the transaction. 

137 Supra note 125. 
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IX. COMPARISON WITH RECENT RULINGS AND CASES UNDER 1939 Copr 


As noted, the restrictions placed on corporate separations by section 355 
are severe and those by the Regulations even more so.’** The following 
are examples of how some situations were treated under the 1939 Code. 

In Revenue Ruling 54-139 **° the Internal Revenue Service approved a 
spin-off whereby a corporation, which was engaged in two diverse fields 
of manufacturing endeavor, organized a new corporation and transferred 
to it all of the assets used in one line of endeavor, distributing the stock 
of the transferee to its stockholders.*° One branch had manufactured 
electronic products for the United States Government, and the other had 
manufactured and sold air conditioners. As in the case of Revenue Ruling 
270,'** this ruling stresses the absence of any present intention on the 
part of the stockholders of the transferor corporation to sell or otherwise 
dispose of any of the stock of either corporation or to liquidate either 
corporation. The difference in treatment under present law has been 
described. This ruling states also that a proportionate part of the accumu- 
lated earnings and profits of the transferor corporation would be allocable 
to the transferee corporation. The treatment of this aspect of the trans- 
action has also been discussed above. 

In Revenue Ruling 54499 *** the Internal Revenue Service approved a 
plan whereby X, an American corporation, which owned 60 per cent of the 
outstanding stock of Y, a Canadian corporation, organized a new Canadian 
corporation, Z, transferring Y stock thereto and distributing Z stock to 
its shareholders without the surrender of any stock by the latter. Both X 
and Y were actively engaged in the conduct of a trade or business. Of 
course, Z itself was so engaged only through its subsidiary corporation, 
thus meeting the requirements of Regulations 118.** The transaction was 
held to be a (D) reorganization, with all exchanges and distributions being 
accomplished without tax incidence. In this ruling, too, the present inten- 
tion of the majority stockholders of the transferor corporation not to dis- 
pose of any stock of the transferor or the transferee and not to terminate 
the existence of any of the corporations by liquidation, merger, or other- 
wise, is prominently set forth. Moreover, the final sentence of the ruling 
states: “The above rulings shall be of no force or effect in the event the 
separate corporate existence of X, Y or Z is terminated, whether by way 
of liquidation, merger or otherwise.” There is no reference in this sen- 


138 See pp. 520-521 supra. 
139 1954-1 Cum. Butt. 105. 
140 This type of spin-off is approved by the Regulations, subject, of course, to the five- 
year business requirement. 
141 Supra note 29. 
142 1954 Int. Rev. Butt. No. 45 at 18. 
143 Reg. 118, Sec. 112(b) (11)-2(b). Cf. ILR.C. §355(b) (2) (A) (1954). 
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tence to present intention. No time limit is placed on this prohibition. Such 
a broad construction of the words “immediately after” in the new law 
would not be tenable. 

Could this transaction have been consummated under the 1954 Code 
without the recognition of gain or loss? X could not have distributed Y 
stock to its stockholders without an accompanying plan of reorganization, 
inasmuch as Y was not a controlled corporation within the meaning of 
sections 355 and 368(c). The transaction, however, as actually completed, 
would have qualified as follows: 

(a) Reorganization—section 368(a)(1)(D). 

(b) Tax-free exchange by X of Y stock for Z stock—section 361 (a). 

(c) Tax-free distribution of Z stock to X shareholders—section 355: 

(1) Active business requirements (assuming that the businesses of 
X and Y had been conducted for five years )—section 355(b) (1) (A) and 
(b) (2) (A). 

The Commissioner of Internal Revenue has not always been so carefree 
about the division of a corporation into two separate business operations. 
For example, in Chester E. Spangler *** he contested a situation in which 
W corporation, operating in Texas and California, transferred its Texas 
property to a new corporation and distributed the stock of the latter to 
its stockholders in pro rata redemption of its stock. This transaction, of 
course, falls within one of the Examples in the Regulations.’*° Under cur- 
rent law the exchange would not qualify under section 354 because not all 
of the assets of the transferor were acquired and not all the property of 
the transferor was distributed. However, it would qualify under section 
355. 

The Commissioner acknowledged the existence of the required conti- 
nuity of interest but denied the existence of the required business purpose. 
The Court found business purpose in the division into independent enti- 
ties of a corporation carrying on more than one type of operation; there 
were also financial reasons for the separation. In view of the examples in 
the Regulations, the type of split-off in Spangler will apparently not be 
challenged. The Commissioner acquiesced in this decision *** and subse- 
quently issued Revenue Ruling 289 *** in which the split-off approach was 
approved. 

The decision in Thomas L. Williams *** appears to conform in prin- 
ciple to the spirit of the new Regulations. The corporation involved in that 
case was in the business of packaging and distributing eye beauty prepara- 


14418 T.C. 976 (1952). 

145 Sec. 1.355-1(d), Proposed Reg., of. cit. supra note 3, at 8271. 
146 1953-1 Cum. BuLt. 6. 

147 1953-2 Cum. Butt. 37. 

148 12 TCM 186 (1953). 
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tions. Because of improper sanitary facilities its license to do business in 
the building which it rented was revoked. The corporation was unable to 
find new quarters and therefore purchased the building and remodeled it. 
After the alterations were completed and about three years after the pur- 
chase of the building, the corporate officers discussed the problem of sepa- 
rating the beauty business from the real estate business. The reasons 
advanced were that the corporation’s accountant encountered difficulties in 
properly accounting for the combined businesses; that in his opinion the 
corporation was not authorized under its certificate to operate an apart- 
ment building; and that tenant problems in connection with the rented 
apartments interfered with the beauty business. Accordingly, the building 
was conveyed to a new building corporation. The stock of the latter was 
distributed to the taxpayer, the sole stockholder of the transferor, who 
turned in part of his stock in the transferor. The Court held that the 
exchange of stock for stock was non-taxable under section 112(b) (3), 
finding a business purpose, a continuity of the corporate businesses, and a 
plan of reorganization. In view of Example (3) of the Regulations,’*® 
the Commissioner apparently will not contest this type of separation. 
However, under the new law the exchange in the Williams case would not 
be tax-free because the five-year requirement in respect of the rented 
property would not be met. 

Rufus Riddlesbarger *° is interesting in this connection. In this case, 
B corporation purchased certain ranch property in order to obtain a source 
of supply of raw materials to be used in its pharmaceutical business. The 
ranch did not live up to expectations. It was accordingly decided to segre- 
gate the ranch property from the other assets of the pharmaceutical busi- 
ness. This was accomplished under a plan calling for the transfer of the 
ranch as a dividend to B’s parent, A, the subsequent transfer of the ranch 
by A to C, a new corporation created to acquire and deal in real property, 
and a recapitalization of A. The taxpayer contended that the second part 
of the transaction, following the dividend, was a reorganization under 
section 112(g)(1)(D). The Tax Court, however, held that the purpose of 
the whole procedure was to reduce B corporation’s accumulated earnings 
and profits inasmuch as it had been subjected to the section 102 penalty 
surtax in previous years. Furthermore, the Court found that there had 
been no discussion of business purpose whatever until the plan had been 
completely formulated. The Second Circuit Court reversed the Tax Court. 

It would appear that there would have been no victory in the Second 
Circuit Court for the taxpayer had the 1954 Code been in effect at the 
time. In the first place, assuming that the eventual transferee of the ranch 


149 Supra note 145. 
150 16 T.C. 820 (1951), rev'd, 200 F.2d 165 (7th Cir. 1952). 
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property was engaged in the active conduct of the ranch business immedi- 
ately after the distribution, such trade or business had not been actively 
conducted in the preceding five-year period. Certainly, it was not so con- 
ducted by the parent, which merely received the property as a dividend and 
then transferred it in the reorganization. It is doubtful that the operation 
of the ranch constituted a trade or business even in the hands of the sub- 
sidiary prior to its declaration of the dividend. The subsidiary was merely 
using the cattle on the ranch for a source of supply of hormones. In any 
event, even assuming that the ownership of the ranch constituted the active 
conduct of a trade or business by the subsidiary, would this conduct trans- 
fer over to the parent by virtue of the dividend so as to carry over to the 
eventual transferee? Section 355(b)(2)(B) requires that such trade or 
business be “‘actively conducted throughout the five-year period ending on 
the date of distribution.” If the brief holding period of the parent broke 
the continuity, would the distribution be made taxable thereby ? Apparently 
it would. Furthermore, the trade or business would have been acquired by 
the parent in a taxable transaction during the five-year period, thus trans- 
cending one of the prohibitions of section 355.™? 

Under certain circumstances it is to the taxpayer’s advantage to contend 
that a tax-free reorganization did not take place.” A recent example of 
this is the case of Ernest F. Becher.*** In this case S corporation was 
engaged in the manufacture of sponge rubber cushions and pads for the 
automotive and surgical industries. With the advent of World War II it 
changed its operations to the manufacture of heavy duty canvas products 
for military use. With the termination of the war, S corporation’s business 
disappeared. The president and major stockholder of the company became 
interested in the manufacture and sale of upholstered furniture. A plan 
was worked out whereby $500 per share was to be distributed in liquida- 
tion to the stockholders of S; a new corporation, C, was to be formed to 
take over certain assets from S, including a building ; most of S’s assets 
were to be retained to meet outstanding liabilities, and C was to distribute 
its stock to the shareholders of S. The business carried on thereafter by C 
was entirely different from that previously carried on by S. 

The Commissioner contended that there had been a reorganization and 
that the so-called liquidating dividend received by the stockholders of S 
was in reality boot under section 112(c) (2) or, in the alternative, a divi- 
dend taxable under section 115(g). The Commissioner relied, again in the 
alternative, on section 112(g)(1)(C) or (D) in support of his reorgan- 
ization contention. With respect to (C), the Tax Court stated that inas- 


151 See ILR.C. §355(b) (2) (C) (1954). 
152 See, for example, Lewis v. Comm’r, supra note 50. 
153 22 T.C. 932 (1954), aff'd, — F.2d — (2d Cir. Mar. 31, 1955). 











much as the only assets retained by S were those with which to pay off its 
liabilities, it appeared that there had been substantial compliance with that 
paragraph. However, the Court found unnecessary a determination of 
this point inasmuch as the taxpayer conceded that there had been literal 
compliance with (D)."°* The taxpayer argued that there could be no reor- 
ganization where the assets were acquired by the transferee with the pur- 
pose of carrying on a business entirely different from that of the trans- 
feror. The Court held that section 112(g) did not contemplate that the 
reorganized business had to be the same or even bear any similarity to the 
business previously conducted ; what was important was that C was cre- 
ated to carry on corporate business indefinitely. 

Would the Becher transaction qualify as a (D) reorganization under 
the 1954 Revenue Code? Apparently it would if the exchange qualified 
under section 354, on the condition that the transfer of assets from S to C 
consisted of substantially all of S’s assets. However, as noted, the Court 
never really decided this point, basing its decision on a (D) reorganiza- 
tion involving a transfer of part of the assets. Therefore, under the new 
Code section 355 would have to apply. The new requirements concerning 
the active conduct of a trade or business would help this taxpayer in his 
contention that there was no reorganization, since ‘in the first place, C 
immediately after the distribution was not in the active conduct of a trade 
or business, and in the second place, when C did go into business, it was 
not a trade or business which had been conducted in the previous five-year 
period. On the latter point the Regulations ** provide that for the purpose 
of determining whether a trade or business has been actively conducted 
throughout the five-year period, the fact that during such five-year period 
such trade or business underwent change, as for example, by the addition 
of new or the dropping of old products, changes in production capacity, 
and the like, is to be disregarded provided the changes are not of such a 
character as to constitute the acquisition of a new or different business. 
Accordingly, under the new law the Tax Court in such a case would prob- 
ably not find a (D) reorganization. 

An interesting facet of the Becher decision is that having agreed with 
the Commissioner that the transaction involved a reorganization within 
section 112(g) and an exchange within section 112(b) (3), the Tax Court 
then went on to find that the cash distribution received by the taxpayer 
represented a section 115(g) rather than a section 112(c) (2) dividend. 
The Court divided the transaction into separate steps, finding first a dis- 
tribution in partial liquidation which failed to run the gauntlet of section 


154 See section 368(a)(2)(A) (1954) for treatment of transaction where both (C) 
and (D) apply. 
155 Sec, 1.355-4(b) (3), Proposed Reg., op. cit. supra note 3, at 8272. 
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115(g) and then an unrelated reorganization. The same result could per- 
haps follow under the 1954 Code even in the absence of a reorganization.’ 

A very similar case is that of William M. Liddon.*” There the taxpayers 
owned more than 80 per cent of the stock of A corporation which was in 
the automobile business. Under a plan A was liquidated, the taxpayers 
received a liquidating dividend, and certain of A’s assets were “sold” to a 
new corporation, B, which continued in the same business and which was 


T 


also controlled by the taxpayers. The Commissioner urged the application 
f section 112(¢)(1)(D) and (c)(2) or, in the alternative, of section 
tt). The Court this time agreed with the first contention.?”* 

Under the new Code this transaction might also qualify as a (D) reor- 
ganization. Viewed as a whole, the stock in the new corporation was actu- 
ally acquired in exchange for stock in the old. Section 355 might apply to 
the exchange because the new corporation after the distribution would be 
engaged in the active conduct of a trade or business which would have been 
conducted for five years, the business of the old and new corporations being 
the same. Accordingly, the business requirements of section 355(b) (1) 


(B) would be met.’** The boot provisions of section 356 would then act 
to produce the same result as under the old Code. 

The “integrated plan” approach under the 1939 Code often required 
that the literal language of the law be ignored. For example, if a complete 
corporate liquidation was followed by a transfer of the assets by the share- 
holders to a new corporation, the transfer under this approach was pre- 
sumed, for reorganization purposes, to have been made by the old corpora- 
tion to the new.?®° How far may a presumption be carried under the new 
Code for the same purposes? As a case in point, if the shareholders in 


the above example retain liquid assets, which would be treated as “‘boot”’ in 

156 See ILR.C. §302(d) (1954), but note also I1.R.C. §346 (1954). The Second Circuit 
Court disagreed with the Tax Court, finding that the cal distribution was a part of the 
reorganization and to break the transaction into distinct steps would “artificialize what 
actually occurred.” Cf. Lewis v. Comm’'r, supra note 50; Estate of Hill, 10 T.C. 1090 
(1948) ; and Standard Realization Company, 10 T.C. 708 (1948). 

157 22 T.C. 122 (1954). 

158 Here a master plan of reorganization was found, the liquidation being considered 
only one of the steps in the plan. 

159 The old corporation in this case had actually been in existence for only two years. 
However, it had been formed to take over the business of a partnership in what was 
apparently a tax-free exchange, so that the partnership’s business history would be 
tacked on to that of the old corporation. Cf. Pebble Springs Distilling Co., 23 T.C. No. 
29 (1954), on appeal, 7th Cir., in which the controlled corporation engaged in the real 
estate business, which had not been the business of the distributing corporation. Under 
the 1939 Code a reorganization was found to have been accomplished. 

160 See Survaunt v. Comm’r, 162 F.2d 753 (8th Cir. 1947); cf. Arcade Company v. 
United States, 97 F.Supp. 942 (M.D. Tenn. 1951), aff’d, 203 F.2d 203 (6th Cir. 1953), 
cert. denied, 346 U.S. 828; see also Bard-Parker Company, Inc. v. Comm’r, — F.2d — 
(2d Cir. Dec. 6, 1954), cert. denied, — U.S. — (Apr. 11, 1955). 
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a reorganization, and transfer operating assets, there is absent the complete 
compliance with sections 355(b)(1)(A) or (B). It could not be said that 
the distributing corporation and the controlled corporation were both 
engaged in business immediately after the distribution; nor could it be 
contended that immediately before the distribution the distributing corpo- 
ration had no assets other than stock or securities in the controlled corpora- 
tion, for if the transfer of assets to the controlled corporation is presumed 
to have been made by the original corporation, then the latter would also 
be presumed to have had the “boot” on hand just prior to the distribution 
in addition to the permitted stock and securities. 

Thus, this new section may have effectively resolved a perplexing situa- 
tion and have obviated the need to look beyond what was done to what 


might have been done. 


CONCLUSION 


Since rules to inhibit tax avoidance are a necessary corollary of most 
tax legislation, and since such rules are often unreasonable, it is not sur- 
prising to find that not all the changes made by the Internal Revenue Code 
of 1954 relative to divisive corporate reorganizations are well grounded. 
The opportunity to clarify perplexing situations resulting from ambiguous 
wording of prior law and from a confusing amalgamation of judicial inter- 
pretations was well seized in some cases, however, including : 

1. The resolution of the problems created by the words “its sharehold- 
ers” in sections 112(g¢)(1)(D) of the 1939 Code. 

2. The approval of true corporate separations without requiring a sub- 
stantial continuity of interest in all the resulting parts. 

3. The elimination of the necessity of creating a holding company in 
order to distribute the stock of a subsidiary. 

4. The removal of the prohibition against the distribution of preferred 
stock of a subsidiary in a spin-off. 

It is submitted that Congressional action in the following instances was 
not well advised: 

a. The five-year active business requirement. It is doubtful that this 
method of preventing tax avoidance has as much merit as that of prohibit- 
ing, for a limited period, the disposition of the stock or securities received 
in the distribution. 

b. The continuation, in the face of the new objective restrictions in sec- 
tion 355, of the admonition against the use of the transaction as a device 
for the distribution of earnings. This exhortation can lead only to an 
accumulation of court decisions from which it will be difficult to evolve any 


standards. 
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c. The imposition of the principal amount test in connection with all 
exchanges or distributions of securities. 

d. The distinction in “boot” situations between exchange and distribu- 
tion transactions. 

e. The failure to treat the carry-over of deficits of distributing corpora- 
tions in divisive reorganizations in the same manner as in reorganizations 
involving the transfer of all of the assets of a corporation. 

In view of the conditions under which an undertaking as comprehensive 
as that embodied in H.R. 8300 was completed, however, those participating 
in the development of the provisions relating to divisive corporate reorgan- 
izations have earned the appreciation of the public. The worth of their 
endeavors will be proved by experience. The correction of misjudgments 
may be left to future Technical Changes Acts. 








Pensions After Mergers and Spin-Offs 


ALVIN D. LURIE 


+ ONTINUANCE of the pension and profit-sharing plans of companies 
eliminated by merger or divided by spin-off is providing the legal, account- 
ing, and insurance professions with as bedeviling a set of problems as any 
since the advent of private pension planning. The current flood of mergers 
has caught the professions largely unprepared. There is practically nothing 
in the case materials and, for once, even less in the periodicals. The last 
big period of business mergers, ending in 1929, preceded the pension move- 
ment; and the litigation arising out of the current crop of mergers will 
serve more as a memorial than a beacon. 

The pension and profit-sharing trusts which have been prepared to date 
reflect the scant consideration that has been given to the acquisition of the 
employer’s business, or a part of it, by another company, the instruments 
generally providing merely that if the acquiring company employs sub- 
stantially the same employees and assumes the initial employer’s pension 
obligations, then the plan shall continue without interruption. But what 
happens where the acquiring corporation already has its own plan under 
which it wishes to cover its predecessor’s employees? In the extreme case 
the acquiring company may have a profit-sharing plan where the prede- 
cessor had a pension plan. 

Even if both companies are found with pension plans, there are bound 
to be differences between the two plans in respect of one or more of such 
features as employee contributions, vesting, employer funding, employee 
classifications, waiting periods, measurement of retirement benefits, past 
service credits, and the like. In illustration, the merged company funded 
its retirement plan currently, while the continuing company meets its re- 
tirement obligations as the benefits accrue; or the former was committed 
to a benefit equalling a fixed percentage of the final salary, while the con- 
tinuing company’s commitment is for some per cent of salary for every 
year of participation. One company’s plan is insured; the other’s is trus- 
teed. The combinations are endless, and the task of creating a composite 
may be more so. 

It is imperative that early consideration be given to the problem of tak- 
ing over a predecessor's pension plan before the merger negotiations have 


Arvin D. Lurie (A.B., LL.B., Cornell University) is a member of the New York Bar 
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proceeded very far. There comes to mind the recent merger between two 
of the country’s largest banks. The company being taken over did not 
fund its retirement plan, while the continuing bank did. In the notice to 
stockholders of the special meeting to consider the merger, it was stated 
reassuringly that the cost of bringing the employees of the discontinuing 
bank into the successor’s retirement plan with full credit for their years 
of past service “will not exceed $2,250,000.” In some circles such an item 
might almost discourage further consideration of the advantages of the 
merger. There are other reasons too why the future of the discontinuing 
company’s pension plan should be programmed prior to the actual merger, 
for considerable consequences may depend upon whether certain steps with 
respect to the plan are taken by the discontinuing company or by the sur- 
viving company. 


TERMINATING THE PLAN 


The first decision to be made is whether to continue the plan of the 
merged company. If the acquiring corporation is already conducting its 
own business and does not have a plan for its own employees, it may very 
well elect not to continue the predecessor’s plan. 

Merger as justifying termination. The decision to.terminate a pension 
or profit-sharing plan should never be made lightly, for termination may 
result in the retroactive loss of the earlier qualification of the plan if it 
should be determined that the termination reflects unfavorably on the 
motivation behind the creation of the plan.’ The Service will not chal- 
lenge a termination prompted by business necessity ; and among the busi- 
ness circumstances favoring a termination is a change in stock ownership 
and management.” In fact, the Service has conceded that an acquiring cor- 
poration may terminate its newly-acquired subsidiary’s pension plan with- 
out a strict showing of business necessity where the subsidiary’s employees 
will work closely with the parent’s employees for whom no pension plan 
obtains.” However, the concession carries with it its own warning, 1. ¢., 
that a merger does not justify the termination of the subsidiary’s plan 
per se; and it is always advisable to secure an advance ruling from the 
Director’s office on the proposed termination.* 

Lump-sum distribution. The Service requires as a condition to the 
qualification of a pension or profit-sharing plan that all amounts credited 
to the participants’ accounts vest fully upon the occasion of the termina- 


tion of the plan,” although it is not obligatory that such vested sums be 
1 Reg. 118, Sec. 39.165-1(a) (3) ; Rev. Rul. 33, Part 2(e), 1953-1 Cum. Butt. 267, 271. 
2 Mim. 6136, 1947-1 Cum. Butt. 58. 

3 P.S. No. 52, Aug. 9, 1945. 

4 For procedure to obtain advance ruling, see Rev. Rul. 32, 1953-1 Cum. Butt. 265. 

5 Rev. Rul. 33, Part 5(p), 1953-1 Cum. Butt. 267, 286. 
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distributed to the participants immediately if the agreement permits their 
retention in the trust for each employee until the attainment of retirement 
age or the happening of some other stated event. However, it is customary 
for such accounts to be distributed on a termination of the plan. 

The question arises whether such a distribution incident to the merger 
of the employer comes at a time of “separation from service,” entitling 
the employee-recipients to capital gains.° The answer could depend on 
whether the termination of the plan was programmed prior to the effectua- 
tion of the merger. In the Miller’ case the predecessor corporation, after 
consultation with the management of the successor, terminated its plan 
and distributed the benefits to participants. Thereafter the predecessor 
transferred its assets to the acquiring corporation in a tax-free reorganiza- 
tion. The acquiring corporation, which was owned by completely different 
interests and managed by a wholly different directorate, retained most of 
the employees of the predecessor on their same jobs. The Tax Court 
allowed such employees capital gains on the benefits distributed to them, 
ruling that their employment by their former employer had been severed. 

The Court distinguished its earlier opinion in the Glinske * case where 
the successor corporation assumed the pension plan of its predecessor and 
continued it briefly after taking over its predecessor’s assets and em- 
ployees. When the successor then terminated the plan and distributed its 
assets to participants, the distribution obviously could not be said to have 
been in connection with a severance of employment of those persons who 
remained on as its employees. 

Post-1954 distributions. These cases would seem to indicate that it is 
without significance whether the assets are transferred from one corpora- 
tion to the other in a tax-free transaction or via a sale for a cash considera- 
tion. For in the Glinske case the fact of a taxable sale did not give the 
employees capital gains, and conversely, in the later Miller case the tax- 
free reorganization did not bar capital gains. However, with respect to 
any distributions made to employees since December 31, 1954, there is 
considerable doubt as to the reliability of the Miller precedent, for the new 
Code contains a provision which, while specifically granting capital gains 
treatment to distributions made during 1954 on the termination of a 
pension or profit-sharing plan incident to a reorganization,® presages by 
inference a different rule after 1954. 

The Committee Reports make it clear that Congress was concerned with 
the instances where, in order to take advantage of the capital gains pro- 


® See LR.C. §402(a) (2) (1954) for provisions on lump-sum distributions upon separa- 
tion from service. 

722 T.C. 293 (1954). 

817 T.C. 562 (1951). 

®T.R.C. §402(e) (1954). 
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visions, a mere technical disappearance or liquidation of a corporate entity 
might be arranged through a tax-free reorganization not involving any 
substantial change in the make-up of the company or of its employees and, 
more specifically, not constituting a “separation from the service.” 1° How- 
ever, the mischief which brought about the enactment of the provision is 
not found in the bona fide sale of a business to new interests, and it is 
probable that the Tax Court will adhere to its decision in Miller in the 
case of similar facts occurring after 1954, whether or not the transaction 
is tax-free. 

Protection of contribution curry-overs. The above-indicated advantage 
in terminating the plan prior to the merger should be balanced against a 
possible disadvantage resulting from such course where the predecessor 
company has earned contribution carry-overs under its pension "! or profit- 
sharing ** plan, that is, where it has contributed to the trust in previous 
years on account of past service credits, or under its profit-sharing for- 
mula, or otherwise, more than is deductible under the statutory limits. 
In such circumstances it may be desirable for the acquiring corporation 
to continue its predecessor’s plan, at least until it has taken advantage of 
these carry-overs, since, as will appear below,”* in some instances an acquir- 
ing corporation may take as deductions the excess contributions previously 
made by its predecessor. However, it is essential that a plan be in existence 
when the deductions are taken. Where a company terminated its plan and 
liquidated its obligations thereunder, the Service ruled that it forfeited its 
contribution carry-overs."* The reasoning would seem to be that a deduc- 
tion for pension or profit-sharing contributions may be taken, under the 
provisions of the statute, only in a year “‘with respect to which the trust 
is exempt.” Obviously, such exemption does not obtain after the trust has 
passed out of existence. 

Deduction for liquidating payments. Advance planning in the termina- 
tion of a pension plan as an incident of a merger is advisable for another 
reason. The 1954 Code for the first time grants to successor corporations 
resulting from certain specified kinds of merger and tax-free reorganiza- 
tions the right to deduct payments or accruals on account of obligations 


10 Sen. Rep. 1622, 83d Cong., 2d Sess. 54, 289 (1954). 

11 Section 404(a) (1) (D) of the 1954 Code provides that contributions to a pension plan 
in any year in excess of the allowable amount that may be deducted shall be deductible 
in succeeding years in which current contributions are less than the full amount deductible. 

12 Section 404(a)(3)(A) of the 1954 Code provides that where contributions to a 
profit-sharing plan in any year exceed 15 per cent of the compensation of employees par- 
ticipating in the plan, the excess shall be deductible in succeeding years in which the 
current contributions are less than the full amount deductible. 

13 See note 27 infra. 
14 Rey. Rul. 54-270, 1954 Int. Rev. Butt. No. 30 at 9. 
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assumed, which were initially the responsibility of the predecessor cor- 
poration, provided the predecessor would have been entitled to deduct such 
items if it had paid them.” This represents a considerable relaxation in 
deduction rules, for it has hitherto been necessary for the acquiring cor- 
poration to justify the expenditure as an “ordinary and necessary” expense 
of its own business.*® 

Under the new Code a condition for the allowance of such deduction 
to the successor is that the consideration paid for the predecessor’s assets 
shall not reflect an offset for the obligation assumed. The Senate Report 
gives as an example of the operation of this provision the case of the 
acquiring corporation’s assuming an obligation of the transferring cor- 
poration to make monthly pension payments directly to the latter’s retired 
employees for as long as each shall live, provided such obligation is not 
taken into account in determining the amount of stock, securities, or prop- 
erty transferred by the acquiring corporation to the transferor in exchange 
for its property." 

If the acquiring corporation contemplates the termination of its prede- 
cessor’s pension plan and, on the occasion of such termination, funds will 
have to be made available to the trustees to liquidate the obligations of par- 
ticipants or of retired pensioners, or funds will have to be set aside to 
meet accruing obligations to pensioners, calculations should obviously be 
made, in advance of fixing the price to be paid for the transferor’s assets, 
to determine whether it is best to have the predecessor precipitate the de- 
duction on its own books, to have the successor take the deduction, or 
simply to reduce the purchase price and forfeit the deduction. 


CONTINUING PREDECESSOR’S PLAN 

The simplest setting for the continuance of a predecessor’s pension or 
profit-sharing plan is where the successor has no plan of its own (whether 
or not it has had a separate business existence prior to the acquisition of 
its predecessor’s business). The successor simply takes over the prede- 
cessor’s plan intact, and the trust continues without interruption, except 
that the successor is substituted as the contributing employer and other 
technical amendments are made. 

Requalification of the plan is, of course, indicated. Difficulty in this 
respect could arise if the new employer has personnel of its own who are 
not brought into the plan, thus giving the appearance of discrimination. 


15 T.R.C. §381(c) (16) (1954). 
16 See Scoville Mfg. Co. v. Fitzpatrick, 215 F.2d 567 (2d Cir. 1954). 


17 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 283 (1954). 
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However, except in such an instance, there should be no problem about 
the successor’s deduction for its contributions.’*® 

Constructive realization of benefits. For employees of the predecessor 
who remain in the successor’s employ, there is little risk of realiza- 
tion of their benefits on the transfer of the plan from one employer to 
the other, although this result could more readily be guaranteed if the trust 
instrument itself contains provision for the substitution of employers. 
In fact, if the trust does not contain such a provision, it would be advisable 
to add a clause to this effect by amendment just before the assumption of 
the plan by the new employer, to preclude a contention that the trust has 
terminated either by the Commissioner or by employees seeking to pre- 
cipitate full vesting of their benefits. 

Of course, the realization problem is different for those employees who 
do not enter the employ of the successor. Some District Directors insist 
that benefits vest fully and immediately for employees who are not offered 
employment with the successor. The receipt of their benefits by such 
employees and by employees who quit will be taxed as capital gains or 
ordinary income, depending on whether the benefits are received in a lump 
sum. 

Similar treatment would seem to be warranted for employees who go 
to work for the successor but become ineligible under the plan by reason of 
a changed status with the successor. It is assumed that ineligibility in such 
circumstances will occur only rarely, since it is susceptible of being viewed 
as effecting prohibited discrimination in the coverage or operation of the 
plan and could cause the plan to become disqualified. However, a recent 
case illustrates the possibility, 7. ¢., a corporation is changed into a partner- 
ship, and the stockholder-employees become ineligible under the Service 
rule that partners are not employees for pension purposes.’® Incidentally, 
the Court held that distribution of their benefits to the stockholders under 
such circumstances does not effect unlawful discrimination. 

Deduction for past service credits. What of the deduction for past 
service credits earned by employees while in the hire of the predecessor? 
For example, the plan which the continuing corporation has assumed calls 
for a retirement benefit of one per cent of compensation for each year of 
service prior to institution of the pension plan. The plan has been in exist- 
ence seven years prior to the acquisition of the company by the successor, 


18 Alexander, Tax Status of Pension Trusts: Requirements for Maintaining Exemption 
in ProceepINGS OF New York UNiveERSITY THIRTEENTH ANNUAL INSTITUTE ON FEDERAL 
Taxation 435, 447 (1955). 

19 Meldrum & Fewsmith, Inc., 20 T.C. 790 (1953). For ineligibility of partners 
under employees’ pension plans, sce I.T. 3268, 1939-1 Cum. Butt. 196; IL.T. 3350, 
1940-1 Cum. Butt. 64. 
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during which period the original employer has contributed and deducted 
70 per cent of the past service cost under the annual “10% rule” of the 
statute.2” The successor will contribute the balance of the past service cost 
and, of course, will try to take deductions therefor. The Bureau ad- 
vised by letter ** that the successor would be entitled to such deductions 
where past service credits were provided under a qualified pension plan of 
the predecessor and the successor has “duly adopted” such plan. 

The letter further states that the deduction is not dependent on whether 
the successor acquires its predecessor’s assets in a tax-free transaction. 
The right to this deduction in cases of tax-free transactions has now been 
made certain by either of two provisions of the 1954 Code. In one pro- 
vision the acquiring corporation is “considered to be” the transferor for 
the purpose of determining the amounts deductible with respect to pension 
or profit-sharing plans.** The other provision is the above-discussed sec- 
tion entitling an acquiring corporation to take deduction for payment of 
its predecessor’s obligations which it has assumed without allowance 
therefor in the purchase price.” 

Deduction for contribution carry-overs. Suppose that in the example 
stated above the predecessor corporation had contributed during the seven 
years of its plan the full amount of past service costs, not merely 70 per 
cent thereof. This would have given rise under the statute to a so-called 
contribution carry-over, which is “any amount paid in a taxable year in 
excess of the amount deductible in such year.” ** And this excess is de- 
ductible in the first succeeding year or years in which the employer's con- 
tributions are less than the maximum amount deductible under the statute. 

Where the identity of a corporation which has earned such contribution 
carry-overs is lost in a merger or other corporate reorganization, the 
question arises whether the benefit of such carry-overs is available to a 
successor. Until the enactment of the 1954 Code the only guidance as to 
this was to be found in an abbreviated pension release of the Bureau 
which stated that the successor could take deductions on account of excess 
past service contributions of its predecessor where the successor came into 
being by way of statutory merger. But the release seemed to carry the 
implication that no other kind of transaction, not even one qualifying as a 
tax-free reorganization, would serve to perpetuate the predecessor’s con- 


20 The 1954 Code limits the deductible contribution for past service credits in any one 
year to an amount not exceeding 10 per cent of the cost of completely funding such 
credits (I.R.C. §404(a)(1)(C)). Alternatively, past service credits may be funded 
along with current credits as part of a level amount spread over the future service of 
the employee (I.R.C. §404(a) (1) (B)). 

21 Special ruling letter, dated Oct. 23, 1944. 

22 L.R.C. §381(c) (11) (1954). 

23 See notes 15 and 17 supra. 

24T.R.C. §404(a) (1) (D) (1954). 
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tribution carry-overs.* Stress was placed on that characteristic of a statu- 
tory merger which “by operation of law effected a fusion of the assets 
and liabilities of the respective companies.” 

The 1954 Code introduced 2 new provision which has as its express 
purpose the removal of significance from “such artificialities as the legal 
form of the reorganization,” and the substitution of a test bottomed on 
economic realities, namely, the “integration of two or more separate busi- 
nesses into a unified business enterprise.” °° When the transfer of a busi- 
ness is effected from one corporate entity to another by means of any of 
a number of stated types of transaction which preserve continuity of in- 
terest to a sufficient degree to warrant tax-free treatment, then the contri- 
bution carry-overs of the predecessor are available to the successor.** In 
the language of the statute the successor is “considered to be” the trans- 
feror for the purpose of deductions with respect to pension and profit- 
sharing plans, or, as the Senate Report puts it, the section enables the 
successor corporation “‘to step into the tax shoes of its predecessor.’’ ** 

The new provision does not state specifically that contribution carry- 
overs are within its intendment. Rather, it speaks broadly of “amounts 
deductible under section 404 with respect to pension plans.’’ However, 
contribution carry-overs are a deductible item under section 404 of the 
new Code along with current contributions, and the section of which this 
new provision is a part is, in fact, labelled a “carryover” section and lists 
several other kinds of deduction which are predicated solely on expendi- 
tures made by the predecessor, such as net operating losses,” capital loss 
carry-overs,®” and excessive charitable contribution carry-overs.”? 

Special features of this new provision are noteworthy. For one thing, 
it is operative in favor of a corporation which takes over the assets of 
its subsidiary in liquidation but not where the subsidiary’s stock was pur- 
chased solely to acquire its assets.** It should operate in the so-called (C) 
reorganizations, where substantially all the assets of the predecessor cor- 
poration are acquired for stock, and also in the so-called (D) reorganiza- 
tions, where assets are transferred to a “controlled” corporation. In the 
case of a (D) reorganization, however, substantially all of the trans- 
feror’s assets should be conveyed to the controlled corporation, and after 


25 PS, 62, 505 CCH 6135. 

28 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 52 (1954). 

27 L.R.C. §381(c) (11) (1954). 

28 See note 26 supra. 

29 T.R.C. §381(c) (1) (1954). 

30 T.R.C. §381(c) (3) (1954). 

31 .R.C. §381(c) (19) (1954). 

32 Section 381(a)(1) of the 1954 Code excludes from the coverage of the carry-over 
provisions liquidations following within two years of a purchase by the parent of 80 
per cent of the subsidiary’s stock. See I.R.C. §334(b) (2) (1954). 





195 


the 
be | 
to | 
par’ 
tho 
tax: 

7 
tior 
tint 
belc 
wot 

f 
rule 
as { 
plar 
of t 
by t 
toe 
cont 
pens 
beca 
thar 

T 
cory 
cess 
shot 
amo 


33 , 
provi 
34, 
ratio 
35 | 
36 | 
amou 
ducti! 
1951- 
37] 
38° 
than 
the ¢ 
exam 
falls 
deduc 
of th 





1955] PENSIONS AFTER MERGERS AND SPIN-OFFS 539 


the transfer the stock of the transferee acquired by the transferor should 
be distributed to its stockholders.** In other words, a transfer of assets 
to a subsidiary, with the transferor retaining the subsidiary’s stock as 
parent, would not entitle the subsidiary to the benefits of this section, even 
though the transaction preserves the continuity of interests and is effected 
tax-free.** 

The new section would not be operative in cases of divisive reorganiza- 
tions, such as spin-offs, split-offs, and split-ups.*° The problem of con- 
tinuing a plan for employees shifted to a spun-off entity is considered 
below. Similarly, where a corporation succeeds a partnership, the statute 
would not apply. 

Deduction for credit carry-overs. It was previously observed that the 
rule of the section just discussed obtains as well for profit-sharing plans 
as pension plans. A contribution carry-over arises under a profit-sharing 
plan where the contribution required under the formula exceeds 15 per cent 
of the compensation paid or accrued during the year to employees covered 


36 


by the plan.** It is also possible for an employer with a profit-sharing plan 


to earn what is known as a credit carry-over, that is, where the amounts 
contributed to the trust are less than 15 per cent of the aggregate com- 
pensation of participants, either because of the absence of any profits or 
because the percentage ceiling on profits to be contributed amounts to less 
than the 15 per cent salary limitation.* 

The new carry-over section of the Code would appear to give successor 
corporations the benefit of credit carry-overs accruing to their prede- 
cessors, since the former are placed in the “tax shoes” of the latter. It 
should be noted, however, that a contribution in excess of the normal 
amount is necessary in order for credit carry-overs to be claimed.** 


88 See section 381(a) (2) of the 1954 Code which limits the coverage of the carry-over 
provisions to (D) reorganizations which satisfy the requirements of section 354(b) (1). 

84 See section 351, providing for the tax-free transfer of assets to a controlled corpo- 
ration by another corporation. 

385 See note 26 supra. 

36 See note 12 supra. The Service regards a voluntary contribution in excess of the 
amount required to be contributed under the plan’s formula as not being currently de- 
ductible and not deductible in subsequent years as a contribution carry-over. I.T. 4055, 
1951-2 Cum. Butt. 30. 

87 LR.C. §404(a) (3) (A) (1954). 

88 The credit carry-over provision entitles a corporation, which has contributed less 
than 15 per cent of the compensation of participants in a profit-sharing plan, to make up 
the deficiency by additional contributions in subsequent years. This could occur, for 
example, where the plan calls for a contribution of 10 per cent of profits and such amount 
falls short of 15 per cent of compensation in one year. The deficiency may be paid and 
deducted in a subsequent year, but such contribution must be required under the terms 
of the plan or the Service will regard it as a non-deductible, voluntary contribution. 
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CHANGING PREDECESSOR’S PLAN 

Predecessor’s carry-overs. Are the predecessor’s credit and contribution 
carry-overs lost when the successor does not take over the predecessor’s 
plan intact? Suppose that the successor, having been in business before 
the merger and having instituted a pension plan for its employees many 
years before, now decides to bring the predecessor’s employees into its 
own plan instead of continuing the predecessor’s plan for their benefit. 
Suppose further that the predecessor’s and successor’s plans are identical 
in every respect. Is the successor eiititled to deduction for the predecessor's 
contribution carry-overs ? 

Speculation on this question would not prove profitable. But if one were 
to hazard a guess on how the cases will decide the issue, it would be that 
the deduction would not be allowed, since the implicit assumption of the 
new carry-over provision seems to be that the very trust under which the 
carry-overs arose continued in existence through the year of the carry- 
over deduction. 

Transfer of participants’ credits. If the credits which accrued in favor 
of participants under the predecessor’s plan could somehow be transferred 
to the successor’s plan for the benefit of these same participants, it might 
be urged, with the aid of metaphysics, that the old plan had been continued, 
or at least resurrected, in the successor’s. Changes in some of the terms, 
even change of trustees, do not militate against this notion, for these 
might even occur during the term of a single trust simply by amendment 
of the trust or by resignation and substitution of trustees. Whether such 
a showing of substantial continuity from. ine one trust to the other would 
operate to save the predecessor’s contribution and credit carry-overs re- 
mains in doubt. 

Even without this incentive, however, it might be desirable to transfer 
participants’ credits under the predecessor’s plan to the successor’s. The 
utilization of the old credits may serve to strengthen the retirement fea- 
tures of the successor’s plan. Moreover, such a disposition of the credits 
might avoid for participants the taxable realization of their benefits at 
the time of termination of the old plan, as will be seen from the discussion 
hereafter. 

Uses of transferred credits. Where a funded plan of the acquiring cor- 
poration is being substituted for the predecessor’s funded pension plan, 
it should be relatively simple to transfer a participant’s credits under the 
old plan to his account under the new plan. If the retirement benefits under 
the new plan are computed on a different basis than under the old plan, 
for example, the new plan bases the benefit on a fixed formula in contrast 
with a years-of-service benefit rate under the old plan, the adjustments 
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required to bring into line the accounts of participants acquired from the 
predecessor may be achieved by subsequent years’ contributions. 

If the acquiring corporation replaces the predecessor’s pension plan with 
a profit-sharing plan, there would obviously be greater difficulty in work- 
ing the old credits into the profit-sharing accounts. Credits build up in 
participants’ accounts under a pension plan on a completely different basis 
than under a profit-sharing plan. In a typical pension plan contributions 
are allocated to participants’ accounts in accordance with actuarial calcula- 
tions as to the amounts necessary to fund each participant’s planned re- 
tirement benefit, based on his age, length-of-service, salary, or other gov- 
erning factors. Thus, an older employee, with fewer years of service or 
earning less salary than a younger employee, may nevertheless have credits 
many times greater than the younger employee. In a profit-sharing plan, 
on the other hand, the credits of participants generally represent simply 
the aggregate of each year’s profits division (which is generally propor- 
tionate to salary, although it is also possible to give recognition to length- 
of-service in the yearly allocations ). 

Thus, simply to take credits accumulated for the purpose of providing 
retirement benefits and to convert them into currently vested (or partially 
vested) accounts under a profit-sharing plan would create inequities among 
the predecessor’s employees themselves as well as vis-a-vis the successor’s 
employees if the successor had its profit-sharing plan in force for the 
benefit of its own employees before the merger of the two businesses. 
Nevertheless, assuming that the inequity does not rise to the level of un- 
lawful discrimination (to which reference will be made hereafter), it 
would seem nothing can be done about it, except in the unlikely event 
that the predecessor’s pension plan contained some other provision for 
termination, viz., the reallocation of unmatured accounts proportionate to 
salary. 

Less difficult than pouring pension credits into a profit-sharing plan is the 
converse procedure, i.¢., the successor substitutes its pension plan for the 
predecessor's profit-sharing plan. In such case the profit-sharing credits 
may in some instances be converted into past-service credits under the pen- 
sion plan for years of service with the predecessor. If the pension plan does 
not provide for past service credits, the trustees of the pension plan could 
use the profit-sharing credits to purchase additional paid-up annuities for 
the predecessor’s employees. If no suitable use can be made of the profit- 
sharing credits as part of the pension program, these credits could, of 
course, be distributed, but such course would thrust upon the participants 
a taxable realization of their benefits. 

Avoiding discrimination on transfer of credits. The biggest risk in- 
herent in the transfer of pension credits to a profit-sharing. plan is that 
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the transferred credits might be deemed to discriminate in favor of officers, 
shareholders, and supervisory and other highly compensated employees, 
since these favored categories of employees are likely to comprise the older 
employees and their pension accounts will have grown disproportionately 
in relation to their salaries, as noted above. The law requires that either 
the contributions or the benefits provided for under the plan shall not 
discriminate in favor of the favored categories of employee.*® Under a 
pension plan it is almost a certainty that the contributions will so discrimi- 
nate, but since the benefits generally “bear a uniform relationship” to 
salary,” the prohibited discrimination is avoided.*! Conversely, under a 
profit-sharing plan the contributions are customarily proportionate to 
salary, so that the “non-discrimination” rule need not be satisfied as to 
benefits. But where a pension plan is taken over by a profit-sharing plan, 
the discriminatory features of both are combined, the employee’s benefits 
under the profit-sharing plan being directly related to the discriminatory 
contributions provided for him under the pension plan. 

It is for this reason that precaution must be taken against the occurrence 
of such discrimination at the time of the substitution of the profit-sharing 
plan for the pension plan. The risk of discrimination may generally be 
avoided by an adaptation to this situation of the “25 highest paid em- 
ployees” clause found in all pension plans which have secured the approval 
of the Service.** This is the clause which provides for a limitation on bene- 
fits, in the case of employees whose benefits would exceed $1,500 annually, 
to those purchasable for $20,000 (or a greater sum up to $100,000 for 
employees earning salaries of $50,000 and over). This limitation need 
only be operative during the first ten years of the plan’s existence. To 
satisfy this limitation on the occasion of the conversion of the pension 
plan into a profit-sharing plan, either there should be provision for the im- 
mediate reallocation to all other employees’ accounts of the amounts in 
excess of $20,000 (or other higher sum, as above) in each of the highest 
paid employees’ accounts, or it should be provided that the limitation on 
benefits that would have obtained had the pension plan continued shall be 
applicable to benefits obtainable under the profit-sharing plan until a cer- 
tain date (not less than ten years after the original inception of the pen- 
sion plan). 

39 T.R.C. §401 (a) (4) (1954). 

46 See section 401(a) (5), providing that a plan in which the contributions or benefits 
bear a uniform relationship to total compensation of participants shall not be regarded as 
discriminatory. 

41S ee address by Isidore Goodman, Technical Adviser on pension trusts in the National 
Office of the Internal Revenue Service, delivered Nov. 13, 1953 (P-H Pension & 


ProFITt-SHARING SERV. $1029 (1953). 
#2 See Mim. 5717, 1944 Cum. Butt. 321; P.S. 42, 445 CCH 6642. 
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Avoiding realization on transfer of credits. It has already been pointed 
out that one of the objectives of transferring credits from the plan of the 
predecessor to the successor’s plan is to avoid the taxable realization by 
participants of their benefits under the predecessor’s plan. The avoidance 
of such tax does not follow automatically from the transfer of credits. 
Thus, it should be recognized that the act of substituting the successor’s 
plan for the predecessor’s involves a termination of the latter plan, and if 
that plan provided for the vesting and distribution of participants’ accounts 
on the occasion of a termination, the transfer of credits presumably could 
proceed only on the consent of the participants. This, then, would seem 
to involve a constructive realization. 

Perhaps the way to avoid this result is to have the predecessor amend 
its plan prior to the merger so as to conform it to the plan that the acquir- 
ing corporation then has in force or contemplates instituting. Instead of 
terminating the predecessor’s plan, it would then be possible for the suc- 
cessor simply to take over the predecessor’s plan intact and to assume the 
obligations thereunder. In this way the transaction would be brought 
within the terms of the clause usually found in pension and profit-sharing 
trusts, providing that assumption of the plan by a company that succeeds 
to the business of the employer and employs its employees shall not effect 
a termination of the trust. 

Query, whether this technique may be employed where one of the em- 
ployers has a pension plan and the other a profit-sharing plan? In other 
words, may you amend a pension trust so as to convert it into a profit- 
sharing trust? As a matter of trust law, there would appear to be no 
objection to this so long as no vested interests of participants are impaired. 
As a matter of tax law, however, it is probable that the transaction would 
be viewed as a termination, or at least as a curtailment, of the old plan.** 
Nevertheless, while a consequence of this would be to permit inquiry into 
whether unlawful discrimination was effected by the “termination” or by 
the transfer of credits from the pension plan to the profit-sharing plan, 
and another consequence would be to invite inquiry whether the employer 
had significantly cut its obligations for contributions so as to reflect un- 
favorably on its good faith in instituing a plan in the first place,** it would 
not seem to have the effect of making the termination clause of the plan 
operative in so far as the legal rights and obligations under the trust of 
the trustees and the participants are concerned. Hence, the assumption of 
the amended plan could then be effected by the successor without precipi- 
tating a realizing event for the participants anywhere along the line. 


43 See Goodman address, supra note 41; see also Mim. 6136, 1947-1 Cum. Butt. 58; 
P.S. 57, 465 CCH 6252. 
44 [bid. 
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The amendment technique suggested for avoiding realization on the 
occasion of the transfer of credits need not be employed where under the 
predecessor’s plan a termination does not entitle the participants to receive 
an immediate distribution of their vested interests, that is, where the 
termination by the employer of its obligation to continue to make contribu- 
tions to the trust does not in any way cause the termination of the trust 
or the distribution of trust corpus by the trustees. Then the predecessor 
may terminate its plan, the successor may take over the predecessor’s 
terminated plan, and the participants covered by the predecessor’s plan 
may be given the privilege of joining the successor’s plan on condition 
that they consent to having their accounts under the predecessor’s termi- 
nated plan transferred to the successor’s plan for their benefit. Since the 
participants would have no right to receive their benefits at such time but 
only the right to designate that their accounts under the one plan may be 
transferred to the other plan, no basis for a constructive receipt contention 
is apparent. 

The problems here being considered are avoidable if sufficient consider- 
ation thereto is given on originally drafting the trust instrument ; and the 
lawyer takes care to spell out in the pension or profit-sharing instru- 
ment the circumstances under which and the manner in which credits 
accrued under the plan may be transferred to another plan and the rights 
of participants on the occasion of such a transfer of credits. 

Innovating past service credits. A different kind of problem is encoun- 
tered where the employees acquired from the predecessor have not earned 
any credits previously, either because the predecessor had no pension or 
profit-sharing plan or because the employees forfeited their credits on 
leaving the predecessor’s employ. If the successor corporation then attempts 
to compensate for this by making contributions for past service credits 
attributable to years of service with the predecessor, there is a question 
whether such contributions would be deductible. 

It was shown above that contributions for past service credits with the 
predecessor are deductible where the successor has adopted the pension 
plan of the predecessor which provided for such past service credits.” 
However, where the predecessor had no plan or the plan made no provi- 
sion for past service credits, there is no clear authority allowing the suc- 

cessor’s deduction for contributions on account of the prior service period 
with the predecessor. The above mentioned provisions in the 1954 Code, 
which placed the successor in the tax shoes of the predecessor *° and which 
permit the successor deductions for obligations for which the predecessor 


45 Sve note 22 supra and accompanying text. 


46 TRC. §381(c) (11) (1954). 
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was originally committed,*’ are not helpful here since the predecessor 
itself was not in a position to take deductions for past service credits. 
Therefore, pending judicial or administrative clarification in this area, 
the propriety of the deduction for past service credits should not be 


assumed. 


PLANS FOR EMPLOYEES OF SPUN-OFF CORPORATIONS 


Most references heretofore to the acquiring corporation or to the suc- 
cessor could apply equally to a corporation surviving a merger (or other 
transaction by which all of the assets of another corporation are conveyed 
to it) and to a corporation which is the product of a division of a single 
corporation into smaller separate entities (the so-called “spin-offs,” “split- 
offs,” “‘split-ups,” and like transactions which have so colored the tax- 
man’s speech). There are, however, problems peculiar to corporate spin- 
offs and other varieties of divisive reorganization that may produce serious 
consequer*es for employees who are transferred to the new entity in so 
far as their pension and profit-sharing benefits are concerned. 

Transfer of participants’ accounts. Consider the case of an employee 
whose account in a profit-sharing trust is only 40 per cent vested when his 
employment is technically severed with his employer and he is transferred 
to a new subsidiary organized by his employer. He is still on the same 
job and probably works at the same place, but now his salary is paid by 
Energetic Corporation instead of by Energetic Divisions of Industrious 
Co., Inc. Unless his credits may be carried over intact into the new plan, 
ihe employee will be seriously penalized. The probability is that the plan 
of the original employer does not even provide for a divisive reorganiza- 
tion. The fairly standardized clause providing for the continuance of the 
trust if the business of the employer is taken over by another corporation 
which assumes the trust is not really controlling unless the trustees are 
willing to run the risk of giving the language a generous interpretation. 

If the employer is sympathetic with this problem, it would probably be 
best to amend the foregoing clause to make its application clear beyond 
doubt. However, the employer’s sympathy should not be assumed. In fact, 
the very reason for its putting through the spin-off may have been to cut 
the cost of its retirement income commitment to its employees or to precipi- 
tate forfeitures which would be reallocated principally to stockholder- 
employees. If either of these motives is apparent, the employer would be 
well advised not to execute the spin-off, since the transaction might be 
construed by the Commissioner as a curtailment or, worse, a deliberate 
attempt to achieve discrimination in the operation of the plan, with result- 


47 L.R.C. §381(c) (16) (1954). 
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ing retroactive disqualification of the plan. But if the employer’s manage- 
ment is as intrepid as it is calculating, and hence insists upon putting 
through the spin-off with either of the above objectives, or for other rea- 
sons, the results may be most unfortunate for the transferred employees. 

In the first place, the transferred employee would actually forfeit a 
portion of his credits unless the plan provides for full vesting in cases of 
discharge without cause. Another unfavorable aspect of the spin-off for 
the employee may be that he would have to report his non-forfeited credits 
as current income, whether or not the amount in his account is transferred 
to his new employer’s plan,** and the income may not even be accorded 


taxation at capital gains rates if the switch of employers by virtue of 
99 49 


the reorganization should not be deemed a “separation from service. 

Deduction for credit carry-overs. The spun-off employee may suffer on 
still another count. The rule of the 1954 Code giving a successor the bene- 
fit of credit carry-overs earned by its predecessor by reason of contribu- 


50 


tions of less than the maximum to a profit-sharing trust °*” is not applicable 
to corporations formed as a result of a divisive reorganization.®* Conse- 
quently, if the original employer were prevented from making a contribu- 
tion to its profit-sharing plan in a year or years preceding the spin-off 
because of inadequate profits, such deficiency in contributions could never 
be recouped for the benefit of the employees who go to work for the 
spun-off entity because of the statutory proscription against use of the 
predecessor’s credit carry-overs by the successor. 

Credit carry-over contributions by affiliated companies. Such deficiency 
in contributions may not be made up after the spin-off by the original 
employer for the benefit of its prior employees. The 1954 Code contains 
‘affiliated 
group” for the benefit of the employees of a member of the group which 


‘ 


a provision for the pooling of contributions by members of an 


is prevented from making a contribution,”’ and presumably this provision 
extends to contributions on account of credit carry-overs from prior 
years.”* However, there does not appear to be any basis under the statute 
for allocating a portion of a credit carry-over contribution to employees 
who were originally in the employ of the company making the deficiency 
contribution in the prior year but who are now employed by another com- 





48 See discussion supra under Avoiding realisation on transfer of credits. 

49 See notes 6, 7, and 8 supra and accompanying text. 

50 T.R.C. §§381(c) (11) and 404(a) (3) (A) (1954). 

51 Supra note 26. Also inapplicable to the spun-off corporation are contribution 
carry-over credits earned by the predecessor. 

52 T.R.C. §404(a) (3) (B) (1954). 

53 The broad language of the statute authorizes a contribution by an affiliated com- 
pany in respect of any contribution which another member of the group was prevented 
from making. A contribution on account of a credit carry-over is not excluded from 
the statute. 
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pany, even though the latter company may be “affiliated” with the com- 
pany having the credit carry-over. Where an employer, who is a member 
of an affiliated group, is prevented from making a contribution because 
of lack of profits, the statute permits affiliated companies to make up the 
deficiency “‘for the benefit of the employees of such member.”’ Presumably, 
where the deficiency contribution is made up in a later year by way of a 
credit carry-over, only the employees in the hire of such member in the 
later year would receive the benefit. 

Advantages of “affiliated company” status. Nevertheless, it is possible 
for the shifted employees who are no longer in the employ of the original 
company to derive some benefit from the “affiliated group” rule. It would 
enable the original corporation to aid the spun-off corporation by making 
contributions for the benefit of employees of the spun-off entity, but only 
in respect of years occurring after the spin-off in which the new entity’s 
contributions are prevented, wholly or partially, by inadequate profits. 
Conversely, the new entity may make contributions on account of credit 
carry-overs which had been earned by the original corporation. 

In every case where the privilege of contributions by a “related group” 
is desired, the statute makes it imperative that the corporations occupy 
a parent-subsidiary relationship or that they are owned in a chain-of- 
proprietorship leading to a common parent corporation.** The mere fact 
that the stock of each corporation is owned by the same individuals is 
apparently not enough. Hence, where assets are to be transferred by one 
corporation to a subsidiary for stock and the opportunity for contributions 
by each company for the benefit of the other’s employees is desired, the 
transaction should provide for the parent to retain such stock *° and not 
for a spin-off in which the parent’s stockholders wind up in direct owner- 
ship of the subsidiary’s stock.°® 

In addition, the statute contemplates a single coordinated plan for the 
entire group, and the plan must provide expressly for cross-contributions 
among members. However, there is nothing in the statute to prevent each 
company in the group from having its own separate trust and trustees 
under the common plan, if any advantages would flow therefrom. 


CONCLUSION 


The practitioner who is engaged today in putting together a pension 
or profit-sharing plan for the surviving company after a merger or spin- 
off is working at one of the frontiers of the pension field. Some of the 


541. R.C. §1504(a) (1954). 

55 See note 34 supra. 

58 Among the requirements of a tax-free spin-off is one requiring the parent to dis- 
tribute to its stockholders all, or substantially all, of the stock received from its spun-off 
subsidiary (I.R.C. §355(a) (1) (D)). . 
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governing principles are beginning to take form. The 1954 Code has made 
a start on the problem of perpetuating carry-over deductions after mergers 
or other reorganizations. But the much more difficult problems of realiza- 
tion for shifted employees, transfers of credits from one plan to another, 
and harmonization of the benefits between plans (for example, where 
one company has a profit-sharing plan and the other a pension plan) have 
to be solved without benefit of judicial or Congressional guidance. There 
are only two answers to this: better draftsmanship so far as the legal 
ramifications of merger and spin-off for all parties interested in the pen- 
sion plan are concerned, and advance consultations with the pension trust 
branches of the local directors’ offices and with the national office of the 
Service concerning the tax consequences of any intended transaction pur- 
suant to a plan of merger or reorganization. 
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Research and Experimental Expenditures 
Under the 1954 Code 


DONALD C. ALEXANDER 


~ 

k EW would dispute Dr. S. L. Hoyt’s statement that “industrial re- 
search is a truly great national resource and one of the most significant 
factors in the strength of our country.” * Nor would many taxpayers * 
disagree with the Treasury Department’s capsule description of the effect * 
of the pre-1954 tax law governing research and experimental expendi- 
tures: “Discourages research. Especially restrictive for small business.” * 
The combination of these two views resulted in the enactment of section 
174 of the Internal Revenue Code of 1954. This provision allows tax- 
payers to deduct research and experimental expenditures as incurred or 
to capitalize certain types of such expenditures and recover them through 
ratable deductions over a period of not less than 60 months.°® 


Prior Law 


An understanding of the reasons for the enactment of section 174 and 
of its effect requires a short description of prior law.® The original treat- 


Donato C, ALEXANDER (B.A., Yale, 1942; LL.B., Harvard, 1948) is a member of 
the Ohio and District of Columbia Bars and is associated with Taft, Stettinius & 
lollister. 

1 Hoyt, Industrial Research as a Tool of Industry, 77 Tue Screntiric Montutiy 129, 
135 (1953). 

2A tax-exempt organization did disagree. Hearings before Ways and Means Com- 
mittee on General Revenue Revision, 83d Cong., 1st Sess. 958 (1953). 

3Qne would have difficulty in demonstrating, however, that tax uncertainties and 
disadvantages had cut American research work down to a trickle. According to Burck 
and Parker, The Mighty Multiplier, Fortune 108 (Oct. 1954), aggregate expenditures 
for corporate research alone increased from $510,000,000 in 1941 to $1,430,000,000 in 
1953. Total private research and development expenditures for both 1953 and 1954 have 
been less conservatively estimated at $4,000,000,000. THe ExcHaAnce 13 (Dec. 1954). 
The Du Pont Company spent $57,000,000 on research in 1953 and the Standard Oil 
Company (New Jersey) group expended $29,000,000. E. I. Du Pont pE Nemours & 
Company, ANNUAL Report 9 (1953) ; STANDARD Ort Company (NEw JerRsEY), ANNUAL 
Report 27 (1953). 

4 Hearings before Senate Finance Committee on H.R. 8300, 83d Cong., 2d Sess. 105 
(1954). 

5 T.R.C. §174. 

6 For an excellent and exhaustive discussion, see Miller, Research and Development 
Costs in ProceEpINGS oF New YorK UNIVERSITY SEVENTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION 134 (1949). 
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ment of research expenses by the Treasury was enlightened and liberal. 
Article 168 of Regulations 45, 62, and 65 contained the following sen- 
tence: “A taxpayer who has incurred expenses in his business for designs, 
drawings, patterns, models, or work of an experimental nature calculated 
to result in improvement of his facilities or his product, may at his option 
deduct such expenses from gross income for the taxable year in which 
they are incurred or treat such articles as capital assets to the extent of the 
amount so expended.” * 

Unfortunately, the life of this farsighted provision was short. Certain 
taxpayers, whom the Treasury might justifiably consider greedy, found an 
advantage in capitalizing experimental expenditures which they had pre- 
viously deducted against the very low rates in effect before World War I. 
They found an ally in the Board of Tax Appeals; as Judge Trammell put 
it: “The taxpayer has no option to treat expense items as capital or capital 
expenditures as ordinary and necessary expenses of carrying on a trade or 
business and had a right, as it did, to change its erroneous accounting 
methods.” § 

Acting under the reasonable impression that taxpayers should not be 
entitled to take double tax benefiits from research expenditures, the 
Treasury deleted the sentence quoted above from article 168 when it was 
republished in 1926.° Thereafter, the story is an interesting contrast to the 
more usual one of the courts serving as arbiters between an aggressive 
agency on the one hand and recalcitrant taxpayers on the other. Instead, 
the Internal Revenue Service continued to allow many taxpayers to deduct 
expenses incurred in conducting regular and continual research activities.” 
The attitude of the courts, however, is illustrated by Judge Woodrough’s 
statement that it has been “consistently held that experimental and research 
expenditures incurred in the development of new processes or formulae or 
patents are capital expenditures.” ™ 

Like many generalizations, this pronouncement is a little too broad. 
For in Universal Oil Products Co. v. Campbell? the taxpayer was per- 


7 Reg. 65, Art. 168 (1924). 

8 Gilliam Manufacturing Co., 1 B.T.A. 967, 970 (1925); see also Goodell-Pratt Co., 
3 B.T.A. 30 (1925). 

9 Reg. 69, Art. 168 (1926). 

10 See Van Anda, Research and Development Expense Deduction in PROCEEDINGS OF 
New York University E1icgotH ANNUAL INSTITUTE ON FEDERAL TAXATION 617 (1950) ; 
4 Mertens, LAw or FEDERAL INCOME TAXATION §25.24 (1942) ; Morgan Construction 
Co., 23 T.C. No. 36 (1954). 

11 Hart-Bartlett-Sturtevant Grain Co. v. Comm’r, 182 F.2d 153, 156 (8th Cir. 1950). 

12 49-1 U.S.T.C. $9180 (N.D. Ill. 1948), modified on other issues, 181 F.2d 451 (7th 
Cir. 1950), cert. denied, 340 U.S. 850 (1950). The taxpayer’s case, based upon a practice 
established in a settlement with the Service and followed for a number of years, was 
unusually strong. 
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mitted to expense 75 per cent of its annual expenditures of more than 
$1,000,000 incurred in the conduct of research activities. Certain other 
decisions also ruled against capitalization of research expenses, but in most 
of these the taxpayers, like those in original Board cases, were trying to 
make a second trip to the well.’* The general rule, however, was certainly 
as Judge Woodrough stated. In disputes over a taxpayer’s right to treat 
research expenditures as business expenses, the courts almost always 
denied the deduction." 

Sometimes this meant only deferral, not loss, of tax benefits. If the 
expenditures resulted in a patent, the experimental costs were added to 
those directly incurred in securing the patent and amortized over its eco- 
nomic or legal life.** If the project was ultimately discarded, the expendi- 
tures could be deducted as a loss, but such abandonment was not easy to 
prove."® The problem of showing what costs were properly allocable to a 
fruitless effort was a concomitant difficulty.?” 

This state of affairs persisted, despite increasing demands for correc- 
tion,’® until 1952. Then Commissioner Dunlap made a formal statement 
of the position of the Internal Revenue Service to the Joint Committee 
on Internal Revenue Taxation.” The Commissioner first stated that Serv- 
ice policy was to allow deduction of research costs in cases where the tax- 
payer had adopted a practice of expensing them under its “established 
method of accounting.”’ He justified this position by pointing out (1) that 
it is quite difficult to apportion specific costs to particular projects or 
research activities; (2) that research expenses “usually are a necessary 
part of most business”; (3) that most taxpayers consistently charge such 
costs to expense; and (4) that over a period of years allowing deduction 
of such items as expenses would probably not differ materially in revenue 
effect from requiring capitalization with deferred deduction. In short, 


18 Duesenberg, Inc. v. Comm’r, 84 F.2d 921 (7th Cir. 1936) ; Pittsburgh Screw and Bolt 
Corp., P-H T.C. Mem. Dec. 43,414; Addressograph-Multigraph Company, 4 TCM 147 
(1945) ; Kent Machine Co., 6 TCM 441 (1947), afd, 168 F.2d 68 (6th Cir. 1948). 

14 E.g., Claude Neon Lights, Inc., 35 B.T.A. 424 (1937) ; Hazeltine Corporation, 32 
B.T.A. 110 (1935), aff’d on this issue, 89 F.2d 513 (3d Cir. 1937) ; J. R. Clem, 10 TCM 
1248 (1951); cf. John F. Canning, 29 B.T.A. 99 (1933); J. Rogers Flannery, Jr., 
P-H T.C. Mem. Dec. 946,103. 

15 See Reg. 118, Sec. 39.23(1)-7. 

16 See John F. Canning, supra note 14; Dresser Manufacturing Co. 40 B.T.A. 341 
(1939) ; Acme Products Co., 24 B.T.A. 194 (1931); Ralph V. Payne, 9 TCM 887 
(1950). 

17 See Van Anda, supra note 10, at 622. 

18 E.g., H.R. Doc. No. 523, 80th Cong., 2d Sess. 26 (1948) ; Rice, Research and Develop- 
ment Costs, 25 Taxes 41 (1947); VaNNeEvAR BusuH, Enpiess Horizons 56 (1946) ; 
Butrers AND LINTER, EFFECT OF FEDERAL TAXES ON GROWING ENTERPRISES 134 (1945). 

19 525 CCH $6170 (Apr. 4, 1952). 
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Commissioner Dunlap made an excellent argument for correction of the 
problem created by the courts. 

Despite these assurances, many taxpayers were reluctant to place com- 
plete reliance upon the largess of the Service,”” and they voiced their 
misgivings and their desire for legislative action in the hearings in which 
the Internal Revenue Code of 1954 was germinated.” Furthermore, Com- 
missioner Dunlap’s statement gave no comfort to new or growing busi- 
nesses that had not previously undertaken research projects and, there- 
fore, had no “established”’ practices of accounting for such costs.** With 
this empetus, plus Presidential ** and Treasury ** backing, section 174 
became law to codify the existing position of the Service and to overthrow 
the restrictive court doctrines established almost thirty years previously. 


WuatT ARE RESEARCH AND EXPERIMENTAL EXPENDITURES? 


There is no general definition of research and experimental expendi- 
tures in section 174. Instead, a few types of expenditures are expressly 
excluded from its application. Carrying this process of definition through 
elimination further may assist in depicting somewhat roughly the bound- 
aries of this provision. 

Initially, it is important to note that the word “development” is not to 
be found in section 174. Although “development” is the historic hand- 
maiden of “research,” though the President recommended enactment of 
a provision allowing optional deduction of “research and development” ” 
expenditures, and despite the fact that all witnesses before the House 
Ways and Means Committee who advocated such legislation again talked 


’ 


about “development,” 7° the section as enacted does not mention the word. 


Substituting “experimental” for the broader term ‘“development”’ probably 
represents an effort to limit the scope of section 174 to the type of costs 
discussed by Commissioner Dunlap: “research and development costs in 
the experimental or laboratory sense.” ** If this is so, a taxpayer, incurring 
expenditures in developing a market for a new machine rather than in 
developing the machine itself, must find authority for deduction elsewhere. 


20 Notwithstanding the apparent good intentions of those presently in authority, these 
fears are not without some justification. Cf. James Couzens, 11 B.T.A. 1040 (1928). 

21 Hearings, note 2 supra, at 940-959. 

22 See Preliminary Digest of Suggestions for Internal Revenue Revision, Joint Com- 
mittee on Internal Revenue Taxation 44 (1953). 

23 President's Budget Message, CCH Reprint 11 (Jan. 21, 1954). 

24 Hearings, note 4 supra. 

25 President’s Budget Message, supra note 23. 

26 Hearings, note 2 supra. One proposal went so far as to include “promotion” costs. 
Hearings, supra note 2, at pp. 953-4. 
27525 CCH {6170. 
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Thus, costs like those in Mid-State Products Co.”8 as well as most of those 
in American Seating Co.” are not covered. 

Another question is created by this apparent narrowing of scope, how- 
ever. Does the limitation of the statute to “experimental” expenditures, 
although coupled with “research,” mean that costs incurred in the library 
rather than the laboratory would not qualify? *° Probably section 174 
should not be construed as denying deduction of outlays for research 
which meet the trade or business test discussed below but are not expended 
for scientific or industrial purposes. On the other hand, the legislative 
history does not reveal a purpose to promote the arts as well as the 
sciences.** 

Two types of expenditures are expressly excluded: (1) those for the 
acquisition or improvement of land or of property which is subject to the 
depreciation or depletion allowances and is “to be used in connection with 
the research or experimentation”; and (2) those for the exploration of 
minerals, oil, or gas. The latter limitation should cause no great problems, 
as mine exploration expenditures are specifically covered by section 615,** 
and an option to deduct those made for discovery of oil or gas deposits, 
long granted by the Regulations,** has now received a statutory impri- 
matur.** Seldom should the exclusion of expenditures for land and prop- 
erties subject to depletion under the first limitation present difficulties, but 
that applicable to depreciable property used in connection with research 
may cause trouble. The apparent purpose of this limitation is illustrated 
in Commissioner Dunlap’s statement : *° 


However, amounts paid out for new buildings and equipment including 
tools which have a substantial life beyond the taxable year, or which are 
adaptable for use other than the particular research or development project 
for which they were constructed or acquired, must be capitalized even though 
such buildings or equipment are necessary for the particular research or 
development project. 


28 21 T.C. 696 (1954) (costs incident to taxpayer’s entrance into dried-egg business). 

294 B.T.A. 649 (1926). 

30 See G.C.M. 11654, XII-1 Cum. But. 250 (1933); James S. Osborn, 3 T.C. 603 
(1944). 

31 Compare the lavish treatment of inventors under section 1235 with the sad plight of 
authors and composers under section 1221: one cannot sell all his rights in his handi- 
work except at a capital gain, the other cannot obtain capital gains treatment. Both 
receive the same benefits, however, under section 1302 (spreading income from inven- 
tions or artistic works over years earned). 

32 Allowing an immediate or deferred deduction of mine exploration expenditures 
limited to $100,000 annually for not more than four years. 

33 See Reg. 118, Sec. 39.23 (m)-16. 

84 T.R.C. §263(c) (1954). 

35 525 CCH (6170. 
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In other words, a taxpayer will not be permitted to charge a new labora- 
tory to expense under section 174. 

The statutory exclusion, however, is not limited by its terms to tangibles, 
and it covers improvements of property as well as acquisitions. If read 
literally, it might exclude the cost of experiments conducted by the tax- 
payer which result in a patent or other depreciable property used by the 
taxpayer to further his own research efforts. This incongruous result was 
noted in the record of the Senate hearings, but the language was not 
changed.*® 

Although expenditures for property subject to depreciation and deple- 
tion and to be used in research activities are excluded, the allowances for 
depreciation and depletion on such property constitute research expendi- 
tures under section 174. Such treatment is not out of line with prior law 
or related provisions,*® but it may augment difficulties resulting from the 
requirements oftatute and Regulations governing the choice of method 
of recovering research costs. These problems will be discussed later. 

A further limitation on the operation of section 174 is that the expendi- 
tures be incurred in connection with the taxpayer’s trade or business. This 
restriction may have a serious effect upon the backyard or basement * 
inventor, and an unlucky taxpayer whose efforts do not produce income 


A long line of authority has estab- 


may find his deductions disallowed. 
lished a rule that individuals may be quite active in developing and market- 
ing their inventions without being in the business of selling the products 
created by their inventive efforts.** Almost all sales of patents by inventors 
now receive capital gains treatment under section 1235 of the 1954 Code, 
and these holdings, no longer necessary to achieve their original purpose, 
may have an unanticipated boomerang effect unless taxpayers can prove 
that they are in the business of inventing, although not of selling, their 
inventions.*” 





36 Hearings, note 4 supra, at 627. 

37 Universal Oil Products Co. v. Campbell, 181 F.2d 451 (1950); cf. New Quincy 
Mining Co. 36 B.T.A. 376 (1937) (depreciation of mining equipment included in 
capitalized development expenditures). But see Halperin, How to use elections under 
1954 Code to get tax benefit on research costs, J. TAxXaTIon 12, 14 (Nov. 1954). 

88 See I.R.C. §§615 and 616 (1954). 

89 The individual inventor has troubles enough without this added problem. See 
Van Deusen, The Inventor in Eclipse, FortuNE 132 (Dec. 1954). But see note 31 supra. 

40 Cf. Henry P. White, 23 T.C. No. 12 (1954). 

41 A recent example is Beach v. Shaughnessy, 54-2 U.S.T.C. $9657 (N.D.N.Y. 1954). 
For a general review, see GITLIN AND Woopwarp, Tax ASPECTS OF PATENTS, Copy- 
RIGHTS AND TRADE-MARKS, 17-23 (1954). 

42 Compare the myriad of cases involving sales of residential property originally con- 
structed for rental purposes, reviewed in Brodsky, Sale of Houses Originally Built for 
Investment, or Whither Section 117(j) in Proceepincs oF NEw York UNIVERSITY 
TWELFTH ANNUAL INSTITUTE ON FEDERAL TAXATION 109 (1954). 
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The application of section 174 is also expressly limited to expenditures 
incurred by the taxpayer seeking an immediate or deferred deduction. 
Does this exclude the purchase price of the fruits of another’s labor? 
Such may well be the case.** An analogy may be found in the mine de- 
velopment and exploration provisions first enacted in 1951.** Though they 
do not contain specific language limiting deductible expenditures to those 
undertaken by the taxpayer, such a rule has been adopted in the Regula- 
tions * and would in all probability be sustained in court. Surprisingly, 
however, the legislative history of section 174 would support a contention 
that the cost of purchased research and experimental work may be de- 
ducted.** Perhaps through inadvertence, Under-Secretary of the Treasury 
Folsom gave the cost of buying a patent as an example of an expenditure 
coming within the proposed provision when he presented the Treasury 
position to the Senate Finance Committee. ** 

In any event, the provision does not require that expenditures be incurred 
directly by the person seeking the tax benefit. Certainly the cost of hiring 
an agent to conduct research expenses on behalf of the taxpayer should 
be deductible.** Despite the slight variance in statutory language, the test 
to be applied here should not be more severe than that in the related field 
of mine development and exploration.*® 

Perhaps the most difficult practical problem in the application of section 
174 is distinguishing between research expenditures and ordinary business 
expenses. The statute offers no assistance here, but a definition in the 


43 Cf. Platt v. Comm’r, 207 F.2d 697 (7th Cir. 1953) (amount paid for interests in 
oil leases not deductible as intangible drilling costs). 

44T.R.C. §23(cc) and (ff) (1939); LR.C. §§616 and 615 (1954). 

45 Reg. 111, Sec. 29.23(cc)-1(a) and (ff)-1(a). These limitations were carried over 
without change into Reg. 118. 

46 Apparently viewing as inapplicable or disregarding the statement quoted in note 
47 infra, certain authors differ with this conclusion. See, Austin, Surrey, Warren, and 
Winokur, The Internal Revenue Code of 1954: Tax Accounting, 68 Harv. L. Rev. 257, 
272 (1954). 

47“A concern might buy a patent or have a heavy investment for research in one 
year. The tendency has been in some cases to make them capitalize that and write it off 
over a period of years instead of charging it off over 1 year. Now, we suggest making 
it optional. A concern can write it off in 1 year or spread it over a period of years.” 
Hearings, note 4 supra, at 123. 

48 See Hart-Bartlett-Sturtevant Grain Co. v. Comm’r, supra note 11. Advances to a 
domestic subsidiary for research done by it should not entitle the parent to a deduction, 
however, in the absence of a showing that the work was for the benefit of the parent. 
See Dempster Mill Manufacturing Co. v. Burnet, 46 F.2d 604 (D.C. Cir. 1931). Nor 
should a stockholder be entitled to deduct research costs incurred by his wholly-owned 
corporation for its own account. But see J. E. Paterson v. United States, 122 F.Supp. 
770 (S.D.Ala. 1954), where this consideration, seemingly present, was not mentioned 
by the Court. 

49 See Alexander and Grant, Mine Development and Exploration Ropetinan, 8 
Tax L. Rev. 401, 405 (1953). 
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Regulations, though designed for a different purpose, may have some 
bearing. In computing the taxable unrelated business net income of an 
exempt organization under section 422 of the 1939 Code,®° all research 
income of certain organizations and certain research income of all organ- 
izations is excluded. Interpreting this provision, the Regulations ** provide 
that the term “research” does not include “activities of a type ordinarily 
carried on as an incident to commercial or industrial operations, for 
example, the ordinary testing or inspection of materials or products or 
the designing or construction of equipment, buildings, etc.” While the 
expression that research is not a necessary incident to commercial opera- 
tions would be incomprehensible to many taxpayers if applied beyond the 
confines of exempt organizations,” perhaps the portion of this limitation 
relating to testing and inspecting is applicable here. Possibly all attempts 
at delineation, however, are of little practical value. Deciding whether a 
particular cost is an ordinary business expense or a research expenditure 
will in the long run be made by each taxpayer in the light of his own 
experience and the requirements of his business.°* Despite the difficulties 
inherent in making this determination, compliance with the rules govern- 
ing the choice of deduction methods, discussed later, requires that the line 
be drawn. 

The final point to be considered is the outer limit of research and experi- 
mental costs. Do they include the cost of models and drawings, filing. fees, 
attorneys’ fees in prosecuting the application and in interference proceed- 
ings, travel, and other expenses of securing a patent ? From a strict account- 
ing standpoint, such costs should be capitalized as a cost of acquisition of 
the patent,°* and the Proposed Regulations under the new depreciation 
provision so indicate.”” On the other hand, a number of companies treat 
many or all of these expenses as part of their regular research program, 


50 L.R.C. §512 (1954). 

51 Reg. 118, Sec. 39.422-1(b) (6) (iv). 

52 As General Motors puts it, “In highly competitive modern industry, technological 
progress is a “must.” GENERAL Motors CorporaTIoN, ANNUAL Report 13 (1953). See 
Example (4), Sec. 1.355-1(d), Proposed Reg., 19 Fep. Rec. 8271 (Dec. 11, 1954) 
(research and development department not a separate business under section 355). 

53Tn the ordinary conduct of a manufacturing business the differentiation of capital 
expenditures and operating expense disbursements is largely a matter of sound dis- 
cretion and experienced business judgment.” American Seating Co., 4 B.T.A. 649, 657- 
658 (1926). 

54 Paton, AccouNTANTS’ Hanpsook 853 (3d ed. 1949) ; Finney, GENERAL ACCOUNT- 
ING 275 (1947). 

55 Section 1.167(b) (1) (Proposed Reg., 19 Fep. Rec. 6229 (Sept. 28, 1954)) pro- 
vides in part: “If the patent or copyright was acquired from the Government, its cost 
consists of the various Government fees, costs of drawings, experimental models, attor- 
neys’ fees, or similar expenditures.” Cf. Reg. 118, Sec. 39.23(1)-7 (similar language 
with addition of “development or experimental expenditures”). 
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and a liberal construction of section 174 might encompass them as weil as 
expenditures within the actual confines of the laboratory. 


TREATMENT OF RESEARCH AND EXPERIMENTAL EXPENDITURES 
UNDER SEcTION 174 


As CuRRENT EXPENSE 

Section 174(a)(1) grants a taxpayer the right to claim research or 
experimental expenditures as an expense deduction. Giving statutory sanc- 
tion to the administrative practice of the Service, this provision is the 
most important part of section 174. Most taxpayers will choose to expense 
their research expenditures, as many have done in the past without statu- 
tory aid, and the obvious advantages of securing certain and immediate 
tax benefits need no exposition here.*® 

To deduct research expenditures currently, a taxpayer is required to 
“adopt the method” of expensing such costs, and consent of the Service is 
necessary unless the taxpayer acts for the first taxable year, beginning 
after December 31, 1953 and ending after the date of enactment of the 
1954 Code, in which he pays or incurs research expenditures.** For a tax- 
payer with only sporadic research activities or with depreciable equipment 
but no organized experimental program, this requirement may present 
serious problems. Particularly if his equipment is suitable for ordinary 
testing purposes as well as research, an unwary taxpayer may not realize 
that his depreciation allowance is now, in part, a research expenditure 
under section 174 and may lose his unrestricted right to expense research 
costs through failure to “adopt the method” in time.”* 

All is not lost, however, if a taxpayer fails to act. With the consent of 
the “Secretary or his delegate” *® he may later adopt the method of expens- 
ing his research costs. The procedures and standards governing Service 
action on these applications are not yet known, but experience in handling 
requests for permission to change other methods of accounting should be 
useful here.® 

Section 174(a) gives the taxpayer the right to “adopt” a “method” of 
expensing his research costs. The magic word “election” is nowhere to be 


56 These are reviewed at length in Halperin, supra note 37. 

5? Therefore, a short year beginning after Dec. 31, 1953 but ending on or before 
Aug. 16, 1954 would not count. 

58 See Halperin, supra note 37, at 16. But the claiming of depreciation deductions on 
research equipment, even though the return contains no mention of section 174 and no 
attempt at compliance with the applicable Regulations, may constitute the adoption of 
the expense method. See discussion infra. 

59 As in the case of consents to change methods, the statutory term may reasonably be 
translated to mean “District Director.” See T.D. 6118, para. 5, 19 Fep. Rec. 9896, 9907 
(Dec. 31, 1954). 

60 See Sugarman, Federal Tax Rulings Procedure, 10 Tax L. Rev. 1 (1954). 
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found. Also lacking is the ubiquitous language ™ requiring the choice to 
be made “in accordance with regulations prescribed by the Secretary or 
his delegate.” © If the omission of these words is an oversight, the Tempo- 
rary Regulations remedy this defect by transmuting the taxpayer’s choice 
of the expense method into an “election.” ® 

Contrasting “adopt a method” with “elect in accordance with the regula- 
tions” is not idle logomachy ; the matter may have great practical signifi- 
cance. The Proposed Regulations called for the “election” to be made “by 
a statement attached to the return” which “shall specify the amount of 
each type of such expenditure and shall describe them in detail.” ® Beliey- 
ing that these strict requirements would work a considerable and unneces- 
sary hardship,” taxpayers objected to the proposed rules by pointing out 
that the governing statutory provision neither expressly empowers the 
Commissioner to establish rules governing the choice of method nor states 
that this choice is an “election.” ®* Furthermore, as Commissioner Dunlap 
stated, a principal reason for the former leniency of the Service was “‘the 
difficulty of determining the specific costs applicable to various projects 
and processes.” ®* 

Recognizing the validity of these objections, Service officials deleted 

the demand for a detailed description of each type of cost and substituted 
61 Or the equivalent. 
62 Examples are L.R.C. §§167, 168, 169, 173, 307, 392, 393, 452, 453, 462, 472, 614, 
615, 616, 1020, 1335, and 1361. See Schwanbeck, Elections and Options Available to Tax- 
payers in the 1954 Code, 32 Taxes 748 (1954). For an interesting variation, see section 
333(d) (election “not in contravention” of Regulations). 

63 T.D. 6118, op. cit. supra note 59, at 9907. 

64 19 Fep. Rec. 5496 (Aug. 27, 1954). 

65 Not all companies have the elaborate research accounting methods described by 
D. M. Sheehan, Comptroller of Monsanto Chemical Co. in Accounting for the Chemical 
Industry, LAsser’s HANpBooK oF AccouNTING METHops 247, 252 (2d ed. 1954) : “When 
a research project is undertaken, it is assigned a project number which is prefixed to 
indicate the classification of the project, and the direct expenses relative thereto are 
accumulated by such number. The monthly overhead expenses of the research depart- 
ment are allocated to each project on the basis of direct charges. A report is prepared 
for each month setting forth the cost of each project for the month and year and the 
total cost to date, which includes the amount expended in previous years on the project. 
A summary is also included showing total cost for the month and year by research 
classes. If a budget system is used, a comparison is made of the actual and budgeted 
expense by project and class of research.” 

66 Perhaps the only reason why a taxpayer is required to “adopt” a “method” at all 
is that the alternative of capitalization and amortization under section 164(b) does not 
apply to all the expenditures comprehended by section 174(a). Were this not so, the 
better practice of allowing expenditures as deductions, unless the taxpayer makes an 
affirmative election to treat them in a different manner, would possibly have been 
adopted here. Cf. I.R.C. §$616 and 615. But section 175 also provides for the adoption of 
a “method” despite the fact that there is no alternative deduction. One may hope that 
this type of draftsmanship does not prove contagious. 

67 525 CCH 6170. 
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milder language, requiring only that the taxpayer attach a statement indi- 
cating his election under section 174(a).°° But what if a taxpayer fails 
to submit any statement at all and merely deducts his research costs as he 
has done in the past ? Experience under other provisions indicates that the 
courts would take a lenient attitude toward one who thus fails to turn the 
rounded corners required by the final version of the Temporary Regula- 
tions but whose intent is evidenced by the deduction of research expendi- 
tures on his return. 

If the method of taking current deductions is adopted, it applies to all 
the taxpayer’s research and experimental costs for both the immediate 
taxable year and all subsequent years unless permission is secured from 
the Service to change as to all or a part of such costs.*° The opportunity 
of securing authorization to capitalize only a portion of his aggregate 
research costs permits a taxpayer to defer deduction of expenditures on 
a particular project without losing immediate tax recovery of the re- 
mainder of his research costs.” 


As DEFERRED EXPENSE TO BE AMORTIZED OVER A SELECTED TERM 


Under section 174(b) a taxpayer may elect to treat certain research or 
experimental expenditures as deferred expenses and deduct them ratably 
over a period of 60 months or more beginning with the month in which 
benefits are first realized from such expenditures. 

To qualify for elective treatment, expenditures should not only meet all 
the express requirements discussed earlier but should also be “chargeable 
to capital account.” ** Apparently, this is not intended to exclude any costs 
which otherwise qualify, for if the holdings in the great majority of court 
decisions under prior law are correct, all research and experimental ex- 


68 “The election shall be applicable to all such expenditures and shall be made by a 
statement attached to the return for the first taxable year to which the election is 
applicable. Such statement shall indicate that the taxpayer has elected under the pro- 
visions of section 174(a)(2)(A) to treat all research and experimental expenditures as 
deductible expenses not chargeable to capital account.” T.D. 6118, para. 5, op. cit. supra 
note 59. Identification and apportionment of soil and water conservation expenditures 
is an easier task, and the Regulations reflect this difference. See Id. at para 6. 

69 Cf. Comm’r v. Sklar Oil Corp., 134 F.2d 221 (Sth Cir. 1943) ; Walter E. Olsen, 7 
TCM 305 (1948) ; Estate cf Daniel C. Bleser, 41 B.T.A. 643 (1940) ; 5 Mertens, Law 
oF FeperAL INCOME TAXATION §33.07 (rev. ed. 1953). As to what constitutes an adequate 
showing of intent, compare Farmers & Merchants Bank of Platte v. United States, 85 
F.Supp. 722 (D.S.D. 1949), with Schall & Co. v. United States, 54-2 U.S.T.C. 66,088 
(S.D.N.Y. 1954). Of course, a taxpayer should not be permitted to utilize his failure to 
comply with all the terms of the Regulations as a means of revoking his election. Alabama 
Pipe Company, 23 T.C. No. 13 (1954). 

70 T.R.C. §174(a) (3). Whether a successor is entitled to or bound by his predecessor’s 
action is discussed later. 

71 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 215 (1954). 

72 This requirement is present only by implication in section 174(a). 
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penditures are ‘‘chargeable to capita! account.” “* The deferred expense 
method does not apply, however, to any costs chargeable to property which 
is subject to the depreciation or depletion allowances. Thus, research ex- 
penditures which produce a patent of any sort, whether utilized in further 
research ‘* or for commercial purposes, do not come within the scope of 
section 174(b). The treatment of such costs is discussed below.” 

The election must be made not later than the time, including exten- 
sions," of filing the return for any taxable year beginning after December 
31, 1953 in which research or experimental expenditures are incurred, but 
there is no requirement that it be made in the first year.“ The use of hind- 
sight is prohibited, for costs incurred before the year for which the elec- 
tion is made are excluded.** According to the Temporary Regulations the 
clecting taxpayer is required to attach to his return a statement setting 
forth “the amounts of each type” of research or experimental expenditures 
and the “length of the period” over which the taxpayer is to deduct such 
expenditures.” 

Since the election is required to be made shortly after the expenditures 
to be covered by it are incurred, at the time he is to act the taxpayer may 
not know (1) whether he will realize benefits from such expenditures; 
(2) when such benefits, if any, will commence; and (3) whether the ex- 
penditures may ultimately result in depreciable property.*° 


73 But cf. Universal Oil Products Co. v. Campbell, supra note 37; Pittsburgh Screw and 
Bolt Corp., supra note 13. 

74 Expenditures producing such patents might also be excluded under section 174(c). 
See note 35 supra. ' 

73 See pp. 564-565 infra. 

76 Because of questions and uncertainties created by the new Code and augmented 
rather than dispelled in many cases (e.g., Subchapter C and section 462) by the Pro- 
posed Regulations and further Congressional action, many corporate taxpayers have 
chosen to apply for the automatic three-month extension under section 6081(b) of the 
1954 Code. 

77 T.R.C. §174(b) (2). While the election thus applies to short years ending before the 
date of enactment of the 1954 Code, a taxpayer would not be prejudiced for future years 
by a failure to act before his right of election materialized. 

78 Prior law should govern the treatment of such capitalized expenditures. If ex- 
pended for depreciable property, they are recovered through depreciation allowances; if 
attributable to projects ultimately abandoned, they are deductible as losses. 

79 T.D. 6118, para. 5, op. cit. supra note 59. The Temporary Regulations also required 
“detailed information” as to the nature of the costs. 19 Fep. Rec. 5496 (1954). 

80 Some liberal decisions allow disaffirmance of an election made without full knowl- 
edge of the facts or because of a material mistake of fact. Lucas v. Sterling Oil & Gas Co., 
62 F.2d 951 (6th Cir. 1933) (election to capitalize expenses of drilling producing oil 
well) ; Meyer’s Estate v. Comm’r, 200 F.2d 592 (5th Cir. 1952) (election under 1939 
Code section 112(b) (7) ). Most courts have failed to exhibit such generosity. E.g., Riley 
Investment Co. v. Comm’r, 311 U.S. 55 (1940); Burke and Herbert Bank and Trust 
Company, 10 T.C. 1007 (1948). The strict statutory wording here, making the election 
binding, leaves little room for judicial alleviation. 
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The statute provides that the deferred expense deductions begin with 
the month in which the taxpayer “first realizes benefits from such expendi- 
tures.” * Although this test was criticized in the Senate hearings as indefi- 
nite,*? the Finance Committee did not change it. An example may assist 
in denoting the ensuing problems. Suppose a new manufacturing process 
is developed at considerable cost in 1954-1955 and installed in a plant 
during the three-month period beginning October 1, 1955. In December, 
1955 the first production utilizing the new process takes place, but no sales 
of the resulting products are made until January, 1956. In what month 
are benefits first realized? A suggested answer is the month in which the 
process is first utilized for commercial production.* This may well be, 
however, an unsatisfactory solution in a number of cases; and the diffi- 
culties engendered by this loose statutory concept may best be alleviated 
through equitable and flexible administration by the Service. 

Since obtaining a patent may in many cases take from two to seven 
years,** it is easy to visualize a situation in which certain expenditures 
may not be attributable to depreciable property when the election is made 
but may later culminate in a patent. If the patent issues before benefits are 
realized, probably none of the costs should be deducted as deferred ex- 
penses but should constitute a part of the basis of the depreciable property 
so acquired.** A more difficult problem is presented if benefits are realized 
and deductions taken before the patent is granted. One proposed solution 
in such case is to make no retroactive adjustments but to deny any further 
deferred expense deductions, thereafter allowing depreciation of the unre- 
covered cost.*® As a practical matter, however, ratable deductions under 
section 174(b) (1) may well be continued without question. 

The requirement of the Temporary Regulations that the taxpayer specify 
the period over which the deferred expenses are to be deducted creates 
further questions. Beyond the 60-month minimum, of course, the length 
of this period is the only factor variable at the taxpayer’s choice in the 
deferred-expense method of handling research costs.** The limited right 


81 T.R.C. §174(b) (1). 

82 Hearings, supra note 4, at 627 and 1315. 

83 Cf. Kinderman, How to Obtain the Maximum Tax Benefit from Expenditures for 
Sales Promotion, Research and Development in P-H Tax Ipgas Serv. 7031, 7042 (1954). 

84 Hearings, supra note 2, at 942. The average time has been placed at three years, 
seven months. Van Deusen, supra note 39, at 135. 

85 If the expenditures ultimately attributable to the patent are the taxpayer’s only re- 
search costs for the year of election, is the election rendered retroactively nugatory? 
This should not be the case. 

86 Expenditures subject to section 174(b) constitute additions to basis under section 
1016(a) (1), and section 1016(a) (14) provides for adjustment to basis for amounts 
allowed or allowable as deferred expense deductions. See Kinderman, supra note 83. 

87 The period chosen is required to be 60 or more consecutive months; the Service does 
not permit a taxpayer to interrupt and resume his write-off period. 
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may be of small practical value, however, for at the time of decision there 
may be little or no information available as to the probable duration of 
the benefits, actual or inchoate, produced by the expenditures which are 
deferred. Thus, the requirement of an immediate choice of period, appar- 
ently alterable only with the consent of the District Director,** largely 
removes whatever accounting validity the deferred-expense method 
would otherwise possess. Since it appears that the period selected initially 
applies to all future expenditures, irrespective of differences in the dura- 
tion of benefits, most taxpayers who choose to defer their research deduc- 
tions would probably select the shortest permissible period.®® 

A taxpayer who elects to defer his research costs under section 174(b) 
and thereafter “realizes benefits” apparently is required to continue to 
deduct his deferred expenses ratably over the period selected even if such 
benefits are prematurely terminated by a further technological advance or 
an infringement suit. As explained above, the period selected has no neces- 
sary relation to the duration of the benefits. On the other hand, if an elect- 
ing taxpayer secures no benefits from his research expenditures, he should 
be entitled to a loss deduction upon proof of worthlessness or abandon- 
ment of the property to which such costs relate.” 

As under section 174(a), the taxpayer’s ** action is binding for all sub- 
sequent years as well as the year for which the election is made and also, 
it would appear, for all research expenditures, unless permission is secured 
to change to a different method or a different period with respect to part 
or all of such costs. Section 174(b), however, specifically provides for an 
“election” to treat research expenditures as deferred expenses and grants 
express supervisory authority to the Service. Under this statutory wording 
the Service will have more justification for requiring strict adherence to 
its rules, and taxpayers who wish to avoid litigation would be well advised 
to conform as nearly as possible to the requirements of the Regulations.” 
Nevertheless, non-compliance should not be fatal even here, provided the 
taxpayer’s return manifests an intent to elect.®* 


88 T.D. 6118, para. 5, op. cit. supra note 59. 

89 See Halperin, supra note 37, at 14. 

99 See note 16 supra. But Messrs. Austin, Surrey, Warren, and Winokur seem to 
deny a deduction here. Supra note 46, at 292. 

91 Under section 703(b) of the 1954 Code an election is made by a partnership, not by 
the partners individually, in determining the deduction under section 174 taken into 
account in computing income from the partnership. Relevant decisions and rulings under 
prior law are to the same effect. Bentex Oil Corp., 20 T.C. 565 (1953), dismissed, 
55-1 U.S.T.C. $9208 (5th Cir. 1955) ; John G. Scherf, 20 T.C. 346 (1953); Rev. Rul. 
54-42, 1954-1 Cum. Butt. 64; I.T. 3713, 1945 Cum. Butt. 178. 

92 See Maguire and Zimet, Hobson’s Choice and Similar Practices in Federal Taxa- 
tion, 48 Harv. L. Rev. 1281 (1935). 

93 The authorities cited at note 69 supra lend succor here. Generally speaking, the 
election must be made in a valid return, filed within the proper time-limit plus exten- 
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Further interrelated questions are the extent to which a taxpayer’s 
election applies to a successor ** and whether the latter may take advantage 
of unrecovered deferred expenses. If the successor is essentially the same 
entity, it should assume all the rights and obligations of its predecessor 
under section 174.*° If a new taxable entity is created, however, it appar- 
ently has the right—or duty—to make a new choice of treatment of its 
research and experimental expenditures.** Perhaps the same rule should 
apply in determining whether a successor may deduct deferred expenses 
of its predecessor,®” but on the equities, at least,®* a successor, which ob- 
tains its interest in a transaction in which basis carries over, should be 
entitled to deduct ratably for tax purposes the deferred expenses not yet 
recouped. And if this contention should not prevail, some tax benefits may 
yet be available ; amounts capitalized under section 174(b) constitute addi- 
tions to basis *° and may be recovered, in appropriate cases, through de- 
preciation or loss deductions. 

Section 381 of the 1954 Code, which provides that acquiring corpora- 
tions in certain tax-free liquidations and reorganizations assume tax 
attributes of their transferors, is not applicable here. Although successors 
are required to use the transferors’ accounting methods ?” and are entitled 
to deduct their deferred mine development and exploration cosis,’® no 
mention is made in this provision of research expenditures.?°* Perhaps 


this is a legislative oversight. 
sions, and once made is binding unless an amendment is filed before the due date of 
the return. Cf. Haggar v. Helvering, 308 U.S. 389 (1940) ; but see note 80 supra. 

94 This problem also applies to the choice of method under section 174(a). 

%5 Rev. Rul. 54-482, 1954 Int. Rev. Butt. No. 44 at 10 (recapitalization held not to 
change corporate entity and net operating loss carry-over held allowable to recapitalized 
company ). 

96 Cf. ILR.C. §1361 (successor bound by election to be taxed as corporation unless a 
20 per cent change in ownership) ; Textile Apron Co., Inc., 21 T.C. 147 (1953) (taxpayer 
corporation which had not filed its own application held not entitled to use Lifo inven- 
tory method although it was the successor in a tax-free transfer to partnerships operating 
under Lifo method) ; Akron, Canton & Youngstown Railroad Co., 22 T.C. 648 (1954) ; 
but see Hamilton Web Co. v. Page, 8 F.Supp. 626 (D.R.I. 1934). 

97 See New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934), and its many offspring. 

%8 And in some courts equities are taken rather seriously. See Shattuck v. Gallagher, 
218 F.2d 428 (6th Cir. 1955) ; Meyer’s Estate v. Comm’r, supra note 80; Olympic Radio 
& Television, Inc. v. United States, 108 F.Supp. 109 (Ct.Cl. 1952), adhered to on 
rehearing, 110 F.Supp. 600 (Ct.Cl. 1953). Nor is the Supreme Court always free of this 
interpretative shackle. E.g., United States v. Ogilvie Hardware Company, 330 U.S. 709 
(1947). 

99 T.R.C. §174(b) (1). The sentence specifying this result was added by the Senate 
Finance Committee. SEN. Rep. No. 1622, op. cit. supra note 71. 

100 T.R.C. §381(c) (4). 

101 T.R.C. §381(c) (10). 

102 Since it covers only obligations of the predecessor which became liabilities after 
the transfer to the successor, section 381 (c) (16) is of no aid. 
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RESEARCH EXPENDITURES BEYOND THE SCOPE OF SECTION 174 


As shown earlier, a taxpayer who does not choose to adopt the method 
set forth in section 174(a) may have expenditures to which the alternative 
of deferred expense deductions under section 174(b) is inapplicable. Also, 
a successor may not take the timely action which may be required to con- 
tinue its predecessor’s program under section 174. Furthermore, an un- 
wary taxpayer with research expenditures for the first year ** to which 
section 174 applies but with no net income might fail to file a return indi- 
cating any selection of method.*°* What happens to these or further re- 
search costs of such taxpayers? If permission of the Service is not secured, 
are all these to be capitalized and recovered, if at all, through depreciation 
or loss deductions ? 

Although the House Committee Report 1°” is silent on this question, the 
Senate Report contains the following sentence : ** “Of course, a taxpayer 
who does not elect to treat research and experimental expenditures under 
the methods provided for in this section may capitalize the full amounts 
thereof.” Is the negative implication here correct? A taxpayer could con- 
tend that the enactment of section 174 did not change the general rule that 
research expenditures are properly deductible as business expenses under 
section 23(a) of the 1939 Code and its successor, section 162(a). It is 
unlikely, however, that this argument would prevail.’° In the first place, 
section 174 has no saving provision as in section 175,’°* relieving from 
its application costs deductible without regard to it. Instead, the statutory 
wording evinces to some extent a legislative assumption that section 174 
covers the field of deduction of expenditures for research.?” 

Of more importance is the fact that allowance of research costs as cur- 
rent deductions was not a court-constructed doctrine but an administrative 
policy over which the Service possesses the power of prospective altera- 


103 Of course, later use of the alternative provided under section 174(b) is not fore- 
closed by failure to act during the first year subject to section 174. 

104 Tf an indication of choice on the face of the return which fails to meet the require- 
ments of the Regulations does not constitute the adoption of a “method” under section 
174(a), this problem may be widespread. 

105 H.R. No. 1337, 83d Cong., 2d Sess. A57-59 (1954). 

106 Sen. Rep. No. 1622, op. cit. supra note 71. 

107 Sec. 263(a), which prohibits the deduction of amounts spent for “permanent im- 
provements or betterments” contains an exception limited to research costs “deductible 
under section 174.” On the other hand, section 24(a)(2) of the 1939 Code, which con- 
tained the same prohibitory language, was in effect when the Service announced its 
policy of allowing deduction of research expenditures and made no exceptions for costs 
of such nature. 

108 T.R.C. §175(c) (1) (B). See also I.R.C. §615(a). 
109 F.g., I.R.C. §174(a) (1). 
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tion.” The quoted statement appearing in the portion of the Finance 
Committee Report written by Service and Treasury officials foretells such 


a change.?™* 


CoNCLUSION 


Perhaps the foregoing discussion places undue emphasis on the problems 
and questions seemingly created by the new provisions covering research 
and experimental expenditures rather than the more important ones elimi- 
nated by its enactment. Despite a few imperfections—from which no 
statute could be entirely free—section 174 is on the whole well-suited for 
the high task predicted for it: 1° “In the long run it will result in strength- 
ening and improving the entire economy.” 


110 Some might possibly disagree. Cf. H.S.D. Co. v. Kavanagh, 191 F.2d 831 (6th Cir. 
1951). 

111 See Kinderman, supra note 83, at 7043. 

112 Hearings, supra note 2, at 944. 








TAX LAW REVIEW 


Published Bi-Monthly, November to May, by New York University School of Law 
Subscription price $6.00 per year, single issue $2.00 


Facutty Epitors 
Rosert J. McDonoucsh, Editor-in-Chief 
EpmMonp CAHN Harry J. Rupick 
Jerome R. HELLERSTEIN Geratp L. WALLACE 
Rosert McKay, Business Manager 
HERbdERT PETERFREUND, Assistant Business Manager 


Apvisory Boarp 
Hon. ArtHuR T. VANDERBILT, Chairman 


Mavrice AUSTIN Marx H. JoHnson Tuomas N. TARLEAU 
New York, N. Y. New York, N. Y. New York, N. Y. 
Roy BioucH Merte H. MILier WESTON VERNON, JR. 
New York, N. Y. Indianapolis, Ind. New York, N. Y. 
Samuet O. CxiarK, Jr. Rosert N. MILier Ropert W. WALES 
Washington, D. C. Washington, D. C. New York, N. Y. 

Watter A. CooPER RanpotpeH E, Pau J. P. WENCHEL 
New York, N. Y. Washington, D. C. Washington, D. C. 
Jesse R. FILLMAN STANLEY S. SURREY 
New York, N. Y. Cambridge, Mass. 


GRADUATE EDITORS 
Ropert PESNER CHARLES BovEN 


As issues of tax law and policy are frequently controversial, readers of the Tax Law 
Review will understand that the opinions expressed herein are not necessarily those 
of its Editors or of the Advisory Board. An article or note contributed by a public 
official does not necessarily represent the views of the applicable department unless 
expressly so stated in the particular instance. 


Address all correspondence regarding editorial matters to Professor Robert J. 
McDonough, Editor, New York University School of Law, Washington Square, New 
York 3, N. Y. 


567 








Notes 


Stockholder Withdrawals—Loans or Dividends? If a major stockholder 
in a closely-held corporation (the balance of the stock being held by his father, 
wife, and children) were to have the corporation pay substantial sums of money 
for remodeling his personal residence, give the corporation no note or collateral 
to cover such drawings, make no repayments, and cause these sums to be 
recorded on the corporate books in a “Suspense” account, would the Commis- 
sioner of Internal Revenue’s determination that such payments for the account 
of the stockholder were actually dividends to him be upheld by the courts? 
Further, should the same stockholder attempt to justify such action when ques- 
tioned in court more than three years later by stating that he intends to repay 
the account with interest when the home remodeling job is done, largely by 
mortgaging the residence and borrowing on his life insurance, would such an 
explanation convince the court that the drawings were not really dividends ? 

On the other hand, if a taxpayer were to withdraw large sums of money from 
a corporation in which he does not directly own stock, make substantial repay- 
ments from time to time, eventually give notes for the full balance owed by him 
to the corporation, be charged interest on open balances at the rate of four per 
cent per annum, and later, when the corporation becomes insolvent, set up a 
trust under an agreement with corporate creditors to repay the withdrawals, 
should the determination of the Commissioner that the drawings were in reality 
dividends be upheld ? 

In the former case? a District Court found that the withdrawals constituted 
loans, while in the latter case? the Board of Tax Appeals found such with- 
drawals to be dividends. 

Classification of stockholder withdrawals as loans or as dividends has often 
been stated to constitute a question of fact.* But can the conflicting interpreta- 
tions of facts by the courts in cases such as the two cited above be reconciled 
resulting in any definite pattern? The answer is probably no. Every court must 
weigh all the evidence it hears in each case before reaching a conclusion based 
on its interpretation of the facts. Very few, if any, cases present fact-patterns 
which are either all black or all white. For example, in the latter of the two 
cases mentioned above, the Board, for the purpose of determining whether his 
withdrawals were dividends, found that the taxpayer was a stockholder of the 
corporation since he owned stock in its parent corporation.* The Board also 


1 Courtemanche v. Earle, CCH 9303 (D. Ore. 1953). 

2 Ben R. Meyer, 45 B.T.A. 228 (1941). 

3A few of the many cases in which such statement is made are: Victor Shaken, 21 
T.C. 785 (1954) ; Al Goodman, Inc., 23 T.C. No. 39 (1954) ; and M. Jackson Crispin, 
32 B.T.A. 151 (1935). 

*Although in an earlier case the same Court had decided that for this purpose the 
sole stockholder of a parent corporation was not a stockholder in its wholly-owned 
subsidiary (Howard M. Taylor, 14 B.T.A. 863 (1928) ). 
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found that the repayments lacked substance (although they were as much as 
$273,000.00 in one year) and that the withdrawals were used for the taxpayer's 
personal living expenses, such expenses having exceeded his reported income 
from other sources each year. The extent to which any one of these factors 
influenced the Board in its decision it is impossible to determine. Thus, the 
establishment of a precise criterion for determining whether or not a particular 
withdrawal is a dividend is not possible. 

There are, however, extreme situations where the effect should be fairly 
clear. If a sole shareholder withdraws funds from a corporation without giving a 
note and collateral and pays neither interest nor principal, having no personal 
funds from which to repay, and has the corporation on its financial state- 
ments charge the drawings against earned surplus, a decision that the with- 
drawal was a dividend should be forthcoming. But if such withdrawals are evi- 
denced by notes secured by collateral and shown on the books of the corpora- 
tion and financial statements as notes receivable, which notes are repaid in full 
with interest prior to an examination by a Revenue Agent, such withdrawals 
could hardly be designated anything but loans. However, practically all cases 
fall between these extremes. It is the purpose of this paper to examine the vari- 
ous factors involved and to attempt to evaluate them in the light (or, perhaps 
more aptly, darkness) of the decided cases. 

Generally the Commissioner’s position in cases of this nature has been that 
such loans actually were dividends and therefore income to the recipient, as 
that term was defined in section 115(a) of the 1939 Code and corresponding 
sections of prior Revenue Acts. The Revenue Code of 1954 embodies this defi- 
nition in section 316(a) ® without change in substance so far as the problem 
under consideration is concerned. It may be assumed, therefore, that no change 
in the Commissioner’s official attitude on this matter may be expected as a 
result of the new Code and, further, that no change in court decisions will result 
therefrom. 

However, the Commissioner is not always on the same side of the fence on 
this issue. When, for example, the balance due on “loans” made to a stock- 
holder in prior years is cancelled by a corporation, the Commissioner is fre- 
quently constrained to take the position that such loans, when made, were not 
dividends. Such situations usually arise when the prior years are closed by the 


5 The applicable portion of section 115(a) (1939) reads as follows: “The term 
‘dividend’ . . . means any distribution made by a corporation to its shareholders, whether 
in money or in other property, (1) out of its earnings or profits accumulated after 
February 28, 1913, or (2) out of the earnings or profits of the taxable year (computed 
as of the close of the taxable year without diminution by reason of any distributions 
made during the taxable year), without regard to the amount of the earnings and 
profits at the time the distribution was made... .” Section 316(a) of the 1954 Code 
defines a dividend in almost identical language: “... the term ‘dividend’ means any 
distribution of property made by a corporation to its shareholders—(1) out of its 
earnings and profits accumulated after February 28, 1913, or (2) out of its earnings 
and profits of the taxable year (computed as of the close of the taxable year without 
diminution by reason of any distributions made during the taxable year), without regard 
to the amount of the earnings and profits at the time the distribution was made. . . .” 
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statute of limitations and the taxpayer, not having included the withdrawals as 
dividend income in prior years, contends that the cancellation is not a dividend 
since there never was any intent to repay. Notwithstanding its difficult position 
in cases of this nature, the Government has been eminently successful in con- 
vincing the courts that such withdrawals were, in truth, loans.* These cases, 
however, do not affect too greatly the real issues involved in loans versus divi- 
dends cases, as the taxpayers have placed themselves in the untenable position 
of having excluded from taxable income an amount which obviously should be 
subject to tax in one year or another ; and the courts have been loathe to allow 
them to escape taxation by such a simple device. 

There are certain applicable sections in the Code, other than section 316(a), 
under which may be determined the amount of a distribution which shall be 
taxable to the recipient as a dividend, the amount which constitutes a return of 
capital, and the excess which shall be treated as capital gains. However, such 
computations are based on the amount of corporate earnings and profits, the 
shareholder’s basis for his stock, etc. and are beyond the scope of this paper. 
Whenever, in the following discussion, a loan is referred to as being taxable as 
a dividend, the latter term should be understood to include the alternate treat- 
ments available when earnings and profits are insufficient to cover the amount 
of the distribution. 

The problem, generally, is indigenous to closely-neld corporations, since 
publicly-held corporations do not have one or two individual stockholders in 
control, and loans to stockholders are usually a violation of the rights of minor- 
ity shareholders and would result in remedial action by such shareholders. 
That, however, does not lessen the breadth of the problem, since publicly-held 
corporations represent only a minute percentage of the total number of corpo- 
rations in existence in the United States. 

Because the question involved in cases on this subject is solely one of fact, 
that is, whether a particular withdrawal or group of withdrawals are in fact 
loans or dividends, only a handful of decisions has been appealed and not a 
single case has gone to the Supreme Court. With only one or two exceptions, 
the Circuit Courts of Appeals have found in essence that the lower court’s find- 
ings of fact were not clearly erroneous and have upheld the decision of the 
lower court. 

The question of fact in every case is primarily one of intent : was it the intent 
of the taxpayer (stockholder) and of the corporation to make a loan or to pay 
a dividend? This can be concentrated into the basic question: was repayment 
intended at the time the withdrawal was made? The proof of intent creates con- 
siderable difficulty. Obviously, if only the testimony of the borrowing share- 
holder and corporate officers were necessary to prove intent, the Commissioner 
would rarely, if ever, win a case in this field. Statements by taxpayers that it 


6 E.g., Cohen v. Comm’r, 77 F.2d 184 (6th Cir. 1935), and Wiese v. Comm’r, 93 F.2d 
921 (8th Cir. 1938). But see Hirsch Improvement Co., P-H B.T.A. Mem. Dec. 142,559, 
as an example of another situation where the Government contended that a distribution 
was a loan while the taxpayer argued that it was a dividend. The taxpayer in that case, 
a corporation, claimed a dividends-paid credit for the distribution to its stockholders. 
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was intended to repay the withdrawals necessarily have little probative value. 
Their actions and the surrounding circumstances are the sources from which 
intent is gleaned. Following is an analysis of the various factors considered by 
the courts in these cases. 

1. Corporate formalities. Scant attention to corporate procedure is paid by 
the courts in deciding whether or not to treat a withdrawal as a dividend. It has 
long been the law that a formal declaration of a dividend is not a prerequisite to 
taxing loans as dividends ; * the courts have deemed such evidence immaterial. 
On the other hand, the Commissioner has not successfully taken the position 
that withdrawls must have been dividends because loans to stockholders are 
illegal under state law.® The actual facts, not the legality of the procedure, con- 
trol, although in support of their conclusions courts have occasionally remarked 
that corporations do not ordinarily lend money to their stockholders.’° The fact 
that minority stockholders did not receive a distribution proportionate to the 
one imputed to the taxpayer would not prevent the taxation of an alleged loan 
as a dividend. They (the minority stockholders) did not complain, said the 
Circuit Court of Appeals for the District of Columbia in one case,!! and the 
taxpayer may not now complain. Corporate formalities, therefore, must be con- 
sidered as having little or no bearing on the question of intent. 

2. Repayments. Probably the most controversial factor under consideration 
is the effect that actual repayment, in whole or in part, has on the issue of intent 
to repay at the time of withdrawal. Full repayment prior to the time when the 
Revenue Agent examines the books of the corporation for the year in question 
usually eliminates the problem from the taxpayer’s point of view. But the 
A. W. Mellon '* case indicates that even this does not necessarily prove that 
repayment was contemplated from the outset. There other items were regularly 
paid by the corporation for the account of the taxpayer and currently reim- 
bursed. In a year between the year of withdrawal and that of repayment, divi- 
dends of $330,000 (nearly twice the amount of the loan) were paid to the tax- 
payer, but the corporation made no effort to recoup the amount of the loan, The 
court concluded that the loan was not regarded as an obligation requiring 
repayment at the time of the withdrawal. 

The fact that there have been no repayments is obviously damaging but not 
necessarily fatal to the taxpayer’s contention that he had received merely a 
loan from the corporation.'* The weight of evidence in the taxpayer’s favor in 
connection with other factors, discussed below, may overcome the lack of 


repayments." 


7 Daniel Hunt, Sr., 6 B.T.A. 558 (1927); C. W. Murchison, 32 B.T.A. 32 (1935) ; 
M. Jackson Crispin, note 3 supra. 

8 M. Greenspun, 3 TCM 341 (1944). 

9 Rollin C. Reynolds, 44 B.T.A. 342 (1941). 

20 Roy J. Kinnear, 36 B.T.A. 153 (1937). 

11 Christopher v. Burnet, 55 F.2d 527 (D.C. Cir. 1931). 

12 36 B.T.A. 977 (1937). 

13 Roy J. Kinnear, note 10 supra. 

14 Courtemanche v. Earle, note 1 supra; Howard M. Taylor, 14 B.T.A. 863 (1928). 
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It appears only fair and logical that any attempt by the taxpayer to repay 
after he learns of the Government’s dividend contention should be disregarded 
by the courts. In Regensburg v. Commissioner ® the Second Circuit Court, in 
supporting the Tax Court’s finding of a dividend, noted that a claim filed by 
the corporation against a deceased stockholder’s estate for the amount of his 
loan was made after the question was raised by a Revenue Agent. The Tax 
Court has also made similar observations about actions taken after the question 
was raised by the Government.’® However, at other times it has stated that the 
fact that repayment was made only after the Government took a position in the 
matter was only of circumstantial weight !7 and has even found that it was of no 
consequence that repayment did not actually occur until after a tax audit.’® 
Nevertheless, it would appear unwise for a taxpayer to rely on repayment after 
the Commissioner has taken the position that a withdrawal should be so taxed 
to avoid imposition of dividend tax. 

The most important problem confronting the courts in connection with 
repayments, however, is the effect of a “running account,” that is, where there 
are a series of withrdawals and repayments not offsetting each other. It seems 
reasonable to view such a series of transactions as actual loans and repayments 
rather than as dividends,’® for if the withdrawals were dividends why would 
there be repayments? And the courts have rarely opposed this view. 

3ut closer scrutiny of the nature of such running accounts appears to be in 
order. In most cases the credits in these running accounts include credits for 
salaries, dividends, and/or cash repayments. Should a premium be placed on 
bookkeeping ingenuity ? Normally, the first two of such items, salaries and divi- 
dends, would not pass through a stockholder’s account but would rather be 
entered directly in the dividend or payroll accounts. If handled in the former 


15 144 F.2d 41 (2d Cir. 1944). 

16 See, ¢.g., Ben R. Meyer, note 2 supra. 

17 Irving T. Bush, 45 B.T.A. 609 (1941). 

18 Moses W. Faitoute, 38 B.T.A. 32 (1938). 

19 The Court considered this an important factor in such recent cases as Al Goodman, 
Inc., note 3 supra; Victor Shaken, note 3 supra; H. C. Thorman, 12 TCM 963 (1953) ; 
and Carl L. White, 17 T.C. 1562 (1952). In the White case, the taxpayer maintained an 
active loan account with the corporation. The account had at one time been balanced 
off but thereafter grew steadily larger. The taxpayer was not in complete control of 
the corporation, and another stockholder had some objections to the withdrawals. White 
had insufficient personal funds to repay the account, but six years after the year in ques- 
tion he assigned his stock in the corporation as security for repayment and was there- 
after sued on the debt by the corporation. The Tax Court found the withdrawals to be 
loans even though no notes had been given, no interest paid, and no dividends had ever 
been declared by the corporation. In Shaken a sole stockholder and his wife had running 
loan accounts on the books of the corporation from its inception to its dissolution. The 
Tax Court held the withdrawals in the years 1948 and 1949 to be loans, stating (at 793) : 
“.. No ground is given or appears from the record for treating some of the with- 
drawals from these loan accounts, either in the earlier years or in the years before us, 
as disguised dividends and other withdrawals from the same account as bona fide loans. 
... If we were to assume that all of the withdrawals were disguised dividends, with 
the so-called repayments being contributions to paid-in capital or loans to the corporation, 
it would have had no earned surplus in 1949 out of which to declare dividends; ... .” 





574 TAX LAW REVIEW [ Vol. 10: 


manner, i.e., have the stockholder withdraw sums, charge them to his loan 
account, and then reduce the “loan” by crediting the account with salary or 
dividends, etc., are such bookkeeping entries to be considered helpful to the 
taxpayer in treating the excess withdrawals as loans rather than dividends? 
And with regard to a series of cash repayments, may a taxpayer make with- 
drawals with impunity by extracting from the corporation larger sums than he 
requires and using the excess to show repayments? The answer should defi- 
nitely be no; and the courts in a few cases have so held. As noted previously, 
the Board of Tax Appeals in Ben R. Meyer” indicated that the credits for 
repayments of the stockholders’ loans were designed merely to give the “color” 
of loans to the form of the transactions. In M. Jackson Crispin *! the Court held 
that the taxpayer failed to sustain his burden of proof that the withdrawals 
were in fact loans despite a running account for a period of several years in 
which there were at times net balances due to the taxpayer. Despite these cases, 
however, it would seem that unless there are circumstances which appear sus- 
picious, the presence of a running account is a strong factor in favor of the 
taxpayer. 

3. Issuance of promissory notes. In surprisingly few of the dividends versus 
loans cases reaching the courts have promissory notes or other evidences of 
indebtedness been issued by the taxpayer to the corporation. Perhaps this may 
be an indication that the Commissioner in most cases is willing to treat as a 
bona fide loan withdrawals evidenced by notes. However, carelessness and/or 
poor advice would be a more likely explanation for such failure, since as a 
practical matter it is hardly more than a formality for the principal stockholder 
in a close corporation to issue notes for his drawings. Yet in most of the decided 
cases on this subject the courts have taken cognizance of whether or not notes 
have been issued. And the presence of notes appears to operate quite strongly 
in the taxpayer’s favor, for in nearly every case in which the corporation held 
the stockholder’s note, the withdrawals were deemed loans.?” 

Nevertheless, the absence of notes does not prove entirely detrimental to the 
taxpayer’s position. The courts have pointed out that notes are merely evidence 
of a debtor-creditor relationship and do not of themselves create such a rela- 
tionship ; 8 and that it is understandable that no notes are issued when a tax- 
payer borrows from his wholly-owned (or at least closely-held) corporation. 
In any event, it would certainly inure to the taxpayer’s benefit to issue notes for 
his indebtedness to his corporation, although this factor alone is not to be con- 
sidered as wholly determinative of the issue. 


20 Note 2 supra. 

21 32 B.T.A. 151 (1935). 

22 F.g., Al Goodman, Inc., note 3 supra; Victor Shaken, note 3 supra; Corporate In- 
vestment Company, 40 B.T.A. 1156 (1939) ; Herman M. Rhodes, 34 B.T.A. 212 (1936). 
Notable exceptions are Ben R. Meyer, note 2 supra and Daniel Hunt, Sr., note 7 supra, 
but in the latter case the notes were later charged off as worthless despite the fact that 
the taxpayer apparently had funds with which to repay the withdrawals. 

23 H. C. Thorman, note 19 supra. 

24 Irving T. Bush, note 17 supra. 
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4. Payment of interest. If a stockholder is regularly charged with interest on 
his withdrawals, such action is obviously consistent with their treatment as 
loans rather than dividends. The courts have generally recognized this prin- 
ciple and, in most of the cases where interest has been paid by the taxpayer, 
have found the withdrawal to be a loan.*® However, while interest charges have 
a bearing on the issue of intent to repay, no one case could be said to turn 
largely on the question of whether or not interest was paid on the loans. The 
most to be said is that payment of interest would be considered fairly strong 
corroborative evidence that the taxpayer’s withdrawals actually were loans. The 
value of such evidence is, of course, weakened upon a showing by the Commis- 
sioner that no interest was charged until after a tax audit had occurred.”® 

5. Ability of the stockholder to repay. Ordinarily a bank will not lend money 
unless the borrower shows some ability to repay the loan from sources other 
than the direct proceeds of the loan. While it is admitted that the situation of 
a stockholder borrowing from his closely-held corporation is not precisely com- 
parable to that of a borrower from a banking institution, the taxpayer’s repay- 
ment capability is frequently discussed in the decisions. The lack of funds to 
repay bears strongly on the question whether or not he truly intended to repay. 
A stockholder who is practically insolvent can generally have nothing but the 
vaguest intent to repay money he withdraws from his corporation. On the other 
hand, a mere showing of ability to repay does not of itself show a purpose to 
repay. Nevertheless, courts have at times placed reliance on this factor in arriv- 
ing at decisions. In an early case, Kate E. Ryan,?* the Board of Tax Appeals 
pointed out that the taxpayer was at the time of the withdrawal making per- 
sonal loans elsewhere and was not insolvent. Similar statements regarding 
the taxpayer’s financial condition appear throughout many subsequent cases 
decided in favor of the taxpayer.*$ 

Where the shareholder has nothing but the stock of the lending corporation 
from which to repay his alleged debt, such fact generally militates strongly 
against him. In H. L. Gumbiner,?® for example, this was a major factor in 
swaying the Court to the conclusion that the taxpayer’s withdrawals were 
really dividends. And in Regensburg v. Commissioner * it was undoubtedly 


25 Al Goodman, Inc., note 3 supra; Rollin C. Reynolds, note 9 supra; George S. 
Groves, 38 B.T.A. 727 (1938) ; Herman M. Rhodes, note 22 supra. 

26 Ben R. Meyer, 45 B.T.A. 228 (1941). 

272 B.T.A. 1130 (1925). 

28 Al Goodman, Inc., note 3 supra; Frank W. Sharp, 12 TCM 836 (1953); Rollin 
C. Reynolds, note 9 supra; and Moses W. Faitoute, note 18 supra. The Board of Tax 
Appeals in Faitoute stated (at 35): “He could have borrowed the money from a bank, 
since his credit was good, but the corporation had funds in the bank which were drawing 
little or no interest, and instead of going to a bank for a loan he went to the corpora- 
tion.” The taxpayer had agreed to make loans to some municipalities and, in turn, had 
borrowed from his wholly-owned corporation. No interest was charged thereon, and the 
withdrawal was reimbursed only after a tax audit had disclosed the Government’s posi- 
tion. Nevertheless, the Board found in favor of the taxpayer. 

295 TCM 1119 (1946). 

30144 F.2d 41 (2d Cir. 1944). In this case four brothers, who owned most of the 
stock of a prosperous family corporation, consistently drew money on open account. 
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one of the factors which led the Second Circuit Court to conclude that there 
was sufficient evidence of a dividend. 

6. Giving of collateral security. Turning over collateral, other than the stock 
of the lending corporation, in sufficient amount to secure the repayment of 
withdrawals from a close corporation should certainly be regarded as strong 
evidence of a debtor-creditor relationship and in most instances should be a 
decisive factor. Extremely few cases have appeared before the courts where 
security was given, and most of them involved the assignment of the lending 
corporation’s stock as security. In Al Goodman, Inc.*1 the Tax Court noted 
that the corporation’s shares which were given as security for the loan were 
worth more than twice the amount of the loan. But in an earlier case,?? where 
the borrowing stockholders agreed that if any of them sold his stock while 
indebted to the corporation, the proceeds would first be applied to pay the debt, 
and where the stock certificates were endorsed to the corporation as collateral, 
the Tax Court nevertheless found, on the basis of the other evidence, that the 
withdrawals were dividends. 

Since it is seldom mentioned in court opinions, it would appear that the 
failure of the taxpayer to give collateral security would not weigh heavily 
against him. Occasionally, however, cases mention the turning over of life 
insurance as collateral for a loan from a close corporation. While every bit of 
additional evidence is helpful to the taxpayer in this respect, the decisive value 
of such collateral is questionable unless the cash surrender value of the insur- 
ance policy is sufficiently high in relation to the amount of the loan. Most fre- 
quently the giving of true collateral in connection with stockholder loans is 
impracticable, if not impossible. 

7. Treatment of withdrawals on corporate books and financial statments. In 
almost every case the method of recording the withdrawals on the books of the 
corporation was considered by the courts. Since the taxpayer involved was 
usually in control of the corporation, failure to treat these sums as corporate 
assets on the books or financizl statements almost certainly proved entirely 


Withdrawals were not in proportion to stockholdings, and there was an agreement that 
if one of them sold his stock, the proceeds would first be applied to repay his debt to 
the corporation. The Tax Court found the withdrawals to be dividends, and the Second 
Circuit Court, in finding the lower Court’s decision to be supported by substantial evi- 
dence, stated (at 44) : “If the sums withdrawn were actually intended to be loans, it seems 
extraordinary that they should have been allowed to roll up for nearly forty years 
until they reached the staggering total of more than $3,000,000 owing by persons who 
had nothing but their shares of stock with which to pay.” 

31 Note 3 supra. In this case taxpayer and his wife were sole stockholders. The corpo- 
ration loaned him $145,000 to pay his personal income tax liability, for which he gave a 
demand note bearing interest at 2-1/2 per cent per annum. He and his wife had sufficient 
personal assets to repay the loan, and in addition he gave as collateral his stock in the 
corporation having a worth in excess of $290,000. The Court found the withdrawal, as 
well as other small withdrawals on open account, to be a true loan. 

82 Flora Regensburg, 1 TCM 925 (1943). 
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detrimental to the taxpayer’s case,°* but treating them as assets would not 
create any presumption that the amounts were in fact loans. In support of the 
conclusion that the withdrawals are not dividends, courts often point to the 
fact that the amounts were carried on the books of account as loans, notes 
receivable, accounts receivable, exchanges receivable, etc. However, in arriving 
at the converse conclusion, the fact that such items were carried as assets on 
the corporate books was considered of little importance.** Perhaps the latter 
finding is sounder ; otherwise the Commissioner would seldom have been suc- 
cessful in applying section 115(a) to stockholder loans. The fact that with- 
drawals were treated as assets on financial statements upon which creditors 
relied appears to have more substance and has been underlined more and more 
frequently in recent decisions.*® 

8. Use to which stockholder puts loan. Should the purpose for which the 
stockholder borrows money from his corporation exert any influence on the 
question of its validity as a loan? Logically, no, but the Commissioner has on 
occasion pointed to the fact that the taxpayer withdrew the funds for personal 
reasons or for gambling as evidence that it was a dividend and not a loan.*® And 
the Tax Court has in at least one case, in support of its conclusion that the 
withdrawal was a loan, referred to the fact that a major withdrawal was for 
an unusual emergency and not for personal living expenses.*7 However, the 
Second Circuit, in the only Court of Appeals case dealing directly with this 
point, has taken an opposite view. It held ** that it was error to admit evidence 
that the stockholders used the advances for gambling, as the use to which the 
money was put had no relevancy on the issue of loans versus dividends. Never- 
theless, it felt the error was not so prejudicial as to require reversal of the Tax 
Court. 

9. Ratio of loans to stockholdings. As mentioned under the heading Corporate 
formalities, the borrowing stockholder may not urge that the remaining share- 


33 In one of the rare cases in which they were not so treated, Minnie F. Lasker, 11 
TCM 50 (1952), the corporation charged the withdrawals as administrative expenses on 
its books but treated them as non-deductible expenses on its tax return. The Tax Court 
held the amounts to be dividends. 

34In Christopher v. Burnet, 55 F.2d 527 (D.C. Cir. 1931), the Court found payments 
to a stockholder to be dividends “notwithstanding book entries,” and the Board of Tax 
Appeals, in Ben R. Meyer, 45 B.T.A. 228 (1941), stated that “book entries cannot be 
used to conceal realities.” 

35 In Frank W. Sharp, 12 TCM 836 (1953), the Tax Court found “strong corrobora- 
tion” of loans in the fact that credit statements to the corporation’s bank treated the 
stockholder’s withdrawals as an asset. To the same effect, see Victor Shaken, note 3 
supra. And in Al Goodman, Inc., note 3 supra, the Court noted that the loan appeared as 
an asset on the corporate financial statements and stated that while this was not con- 
trolling it bolstered the weight of the evidence. 

36 See, for example, Minnie F. Lasker, note 33 supra; Carl L. White, note 19 supra; 
and George P. Marshall, 32 B.T.A. 956 (1935). 

87 Al Goodman, Inc., note 3 supra. The emergency in that case was the payment of 
the taxpayer’s civil tax liability for prior years in an attempt to minimize his jail 
sentence for criminal tax evasion. 

38 Regensburg v. Comm’r, 144 F.2d 41 (2d Cir. 1944). 
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holders did not receive their share of the alleged dividend. It would follow 
therefore, that if the loans to stockholders are disproportionate to stockhold- 
ings, such fact would not necessarily support the taxpayer’s contention that 
they are not taxable as dividends. Indeed, in most of the cases won by the 
Government where there was more than one stockholder, the withdrawals were 
not in direct ratio to the percentage of stockholdings. If such a ratio could be 
shown, it would markedly weaken the taxpayer’s case ; *® and in all likelihood 
most stockholders in such a position have preferred not to risk the expense of 
arguing their cases in court unless some special, overbalancing circumstance 
is present.4° The question, of course, does not arise when there is only one 
stockholder. 

10. Ratio of loans to earnings and profits. Normally, earnings and profits 
of the corporation are referred to only to determine the manner in which the 
distributions are taxable. But if each year the taxpayer “borrows” the net 
profits of the corporation, it would appear that the Commissioner would be 
in a fairly strong position to show that the borrowings were dividends. Addi- 
tional reliance could be placed on the fact that the corporation never formally 
declared any dividends,** but the probative value of this fact per se would not 
be great. Likewise, the fact that the loans bear no determinable relationship 
to earned surplus should not deter a finding in favor of the Commissioner.” 


CONCLUSION 


In determining whether or not a withdrawal from a closely-held corporatios. 
would be considered a dividend, all of the factors discussed above must be 
taken into account to the varying extents indicated. No one or two of these 
could be selected as being decisive in proving the case for either party. It would 
be well, however, to bear in mind that the burden of proof, as in most tax 
questions, is on the taxpayer to show that the withdrawals are not dividends. 
Nevertheless, there appears to be a decided trend in the last two or more years 
in favor of the taxpayer in both the Tax Court and District Courts. There are a 
series of cases where no notes were issued, no interest was paid, and a running 
account of withdrawals and repayments did or did not exist, which have been 
decided in favor of the taxpayer.** Earlier cases where the taxpayers seemed 
to be on stronger ground were decided in favor of the Commissioner. Whether 


39 As in Chattanooga Savings Bank v. Brewer, 9 F.2d 982 (E.D. Tenn. 1925), aff'd, 
17 F.2d 79 (6th Cir. 1927), where withdrawals were in precise proportion to stockholdings. 

40 F.g., in R. E. Nelson, 19 T.C. 575 (1952), the three stockholders each withdrew 
equal sums, claiming that it was pursuant to an oral agreement to repay previously 
donated surplus, but the Tax Court found the payments constituted dividends. 

41 See C. W. Murchison, 32 B.T.A. 32 (1935). 

42 But see Rollin C. Reynolds, note 9 supra, where the Court mentions this factor as 
favorable to the taxpayer in arriving at a decision that the withdrawals were actually 
loans. 

43 Al Goodman, Inc., note 3 supra (that portion of the case which deals with loans on 
open account); Victor Shaken, note 3 supra (promissory note given at a later date 
without interest); H. C. Thorman, note 19 supra; Frank W. Sharp, note 28 supra; 
Courtemanche v. Earle, note 2 supra; and Carl L. White, note 19 supra. 
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or not this tendency to favor taxpayers in these situations will continue is, of 
course, only a matter of conjecture. 

It is not an uncommon practice today for stockholders in small, closely-held 
corporations to borrow money from the corporation when it is available in 
lieu of borrowing from outside sources. They would do well to protect them- 
selves at the time of withdrawal to insure as completely as possible against the 
Government’s successfully construing such payments as dividends. If feasible, 
collateral security should be given for the loan; it should be evidenced by inter- 
est bearing promissory notes; the loan should be carried on the corporate 
books of account and on financial statements as an asset; and it should not be 
in exact proportion to stockholdings where there is more than one stockholder. 
Arrangements should also be made for definite periodic repayments (if full 
repayment is not contemplated within a relatively short period of time), and 
the taxpayer should have valid evidence of his ability to repay the loan from 
his personal resources. The greater the number of these precautions by the 
taxpayer, the greater his protection against assessment of a dividend tax. Such 
transactions should be arranged with an eye on the current year’s earnings and 
profits and accumulated earnings and profits, bearing in mind that the amount 
which the Commissioner may generally determine to be a taxable dividend is 
the net withdrawals in the current year. 

Finally, the taxpayer may derive some small consolation from the fact that 
under the 1954 Code if he loses his case he will probably be entitled to the new 
statutory dividends exemption and dividends credit against the tax assessed.** 

BERNARD WERNER * 


44 See Estate of Louis F. Buff, 4 TCM 1130 (1945), where taxpayer was held to be 
entitled to a dividends-received credit in effect under prior law. 
* A member of the New York Bar. 
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